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Summary 
Further progress towards meeting the convergence criteria was achieved in 1995. Inflation 
declined further this year, and price convergence has strengthened, with eleven Member 
States (including the three new Members) having inflation at or below the reference value. 
The budgetary position of the Member States has in general improved, but not at a sufficient 
pace. In the large majority of Member States government deficits were reduced in 1995; 
contrary to past years, in only a few Member States did the government debt ratio increase 
markedly this year. Convergence of long-term interest rates remained by and large 
unchanged although the average level of interest rates increased somewhat in comparison 
with 1994. Although less calm than in 1994, developments in the exchange rate mechanism 
(ERM) were sometimes turbulent, and there was a realignment of central parities in March 
at the request of Spain and also involving Portugal. 
As an interim, informal, assessment of convergence achievements up to the end of 1995 in 
the terms of the Treaty criteria, the situation is largely satisfactory as far as inflation and 
interest rates are concerned but much less so regarding budgetary performance, with only 
Germany, Ireland and Luxembourg not having an excessive deficit. A first formal 
examination of the fulfilment of the convergence criteria will be made in the reports to be 
prepared by the Commission and the EM/ before the end of 1996. 
The same group of Member States which had inflation at or below the reference value in 
1994 (B, DK, D, F, IRL, L, NL, UK) continued to do so in 1995; in addition, this group was 
enlarged by the three new Member States (A, FIN, S), which also respected the criterion. 
Inflation convergence has been notable among the Member States which have long 
participated in the ERM and were in the narrow band prior to the August 1993 widening 
of the bands (B, DK, D, F, IRL, NL). Four Member States (GR, E, /, P) still have inflation 
rates above the reference value, but in recent years they have narrowed the gap between 
their inflation performance and that of the other Member States. Jn 1995 the inflation rate 
came down substantially in Greece (but it still remains very high) and Portugal, and more 
gradually in Spain, but in Italy this year there was an increase in the inflation rate. In these 
countries (and several others) exchange rate depreciation added to cost pressures, but the 
effects on domestic prices were more moderate than in the experience of earlier decades. 
Other indicators of inflation reviewed ( developments in unit labour costs and in import 
prices) do not signal that the good inflation performance will be undermined. Nevertheless, 
as economic recovery proceeds and spare capacity is reduced, progress in reducing 
inflation may become more difficult. 
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Less progress has been made in budf?etary convergence. Only 
three Member States ( D, IRL, and L) do not currently have an ex-
cessive deficit in the terms of the Treaty ( art. 104c ). The recovery 
in economic activity and discretionary budgetary adjustment 
measures made roughly equal contributions to the reduction in 
the deficit in the EU as a whole in 1995, but the pace of adjustment 
has not been fast enough and most Member States in excessive 
deficit are faced with the need to implement significant additional 
adjustment measures in order to satisfy the budgetary conver-
f?ence criteria. While deficits have f?enerally been reduced, only 
four Member States ( DK, D, lRL, and L) are estimated to have 
deficits below 3 percent of GDP in 1995. 
Trends in government debt ratios continue to be unsati.1factory in 
most Member States, but the sharp deterioration recorded in the 
early 1990s has eased, several Member States have already stabi-
lised their gross debt ratios and others are close to doing so. In-
deed, of the eleven Member States with gross debt ratios higher 
than the 60% of GDP reference value, four are likely to achieve 
a reduction in the ratio this vear. Between 1993 and 1995 the debt 
ratio will have declined by I 1112 percentage points of GDP in ire-
land (followinJ? substantial reductions in earlier years), by almost 
6 1/2 percentage points in Denmark and by 3 percentaJ?e points in 
Belf?ium and the Netherlands. The sharp increase in the debt ratio 
in Germany this year (to just below 60% of GDP) results from ex-
ceptional one-off debt takeovers related to unification. 
All Member States, except Luxembourg, have prepared conver-
gence programmes in which budgetary consolidation is a princi-
pal objective. Budgetary developments in 1995 provide a mixed 
picture, with most Member States likely to achieve deficits con-
sistent with their JJrOf?rammes ( B, D, GR, E, IRL, NL, P, FIN), two 
others (DK and S) achieving much lower deficits than in their 
convergence programmes, and four ( F, I, A, UK) showing slip-
pages compared to the deficits indicated in their convergence 
programmes . 
Convergence in long-term interest rates remained largely un-
changed in 1995. Interest rates rose at the beginning of the year, 
reflectinf? turbulence injcHeign exchange markets and tensions in 
the ERM. Reductions have taken place since, which have been 
particularly pronounced in those Member States already with low 
interest rates. Long-term interest rates in the Community have 
generally remained higher than the averaf?e levels reached in 
1994 when eight of the twelve Member States respected the cri-
terion. Nevertheless, in 1995, ten of the fifteen Member States had 
long-term interest rates below the reference value for this cri-
terion. The larger group this year includes two of the new 
Member States (A and FJN). improving long-term interest rate 
convergence will require further progress in resolving budgetary 
uncertainties and in securing price stability in a durable manner. 
In the ERM, tensions emerged in the first months of the year, lead-
ing to the devaluation of the Spanish peseta and the Portuguese 
escudo in March. Exchange rate movements have tended to show 
greater dispersion in 1995 compared to the previous year, and 
greater volatility has generally characterised the currencies not 
participating in the ERM. The Austrian schilling joined the ERM 
when Austria entered the Union at the beginning of this year. 
Jn addition to the formal convergence criteria other indicators of 
convergence and integration have been reviewed. Developments 
in current account positions appear to be generally sati.1factory, 
with external deficits declining and surpluses increasing relative 
to GDP this year. In the light of the integration of financial 
markets in the Union, in no Member State are developments in the 
external accounts hindering progress towards c0111•ergence. A 
continuing strong current account position in several Member 
States is additional evidence of successful policies aimed at con-
vergence. 
Progress in widening the use of the ECU has slowed, reflecting 
principally the impact of exchange rate instabilitv in the EMS and 
the uncertainty about EMU prospects. The ECU market relies 
heavily on re-investment of funds and this has diminished, while 
the primary and secondary ECU bond market contracted this 
year. On the other hand, commercial and financial activity de-
nominated in ECU has performed well. 
Notable progress in financial integration has been achieved bv 
the Member States and, since June 1994, a regime offree move-
ment of capital prevails in the Union. This has contributed sub-
stantially to easing the financing of external dej1Cits and to easing 
the external constraint. Capital flows within the Union and ,vith 
the rest of the world have risen markedly in recent years, and the 
capital and financial markets of the Member States are increas-
ingly reflecting portfolio diversification related to competition 
and innovation. A rising proportion of government borrowing is 
now financed through international capital flows, and non-resi-
dents have become important holders ofpaper issued by go1•ern-
ments other than their own. 
The evidence on the impact of the internal Market programme on 
economic integration is currently being assembled and the results 
will become available next year. A set of indicators will then be 
reviewed with the objectil'e of making possible an evaluation of 
progress in economic integration in the Union. 
PERFORMANCE OF THE MEMBER STATES IN RELATION TO CONVERGENCE IN 1995 
Inflation(I) General government budgetary position 
Private consumr- Consmncr Existence of an Deficit/ 
tion dcflator(2 price indexni excessive deficit GOP(2l 
Oct 1994- Council decisions. 
1995 Sept 1995 26.9.94 & 10.7.95 1995 
Reference 
value: 2.9(4 ) 3.0HI 3.0 
B 1.5 1.6 yes 4.5 
DK 2.0 2.2 yes 2.0 
D 1.8 2.2 no 2.9 
GR 9.2 9.9 yes 9.3 
E 4.9 4.7 yes 5.9 
F 1.9 1.7 yes 5.0 
IRL 2.5 2.6(5) no 2.7 
5.6 4.7 yes 7.4 
L 1.9 2.1 no -0.4 
NL 1.6 2.2 yes 3.1 
A 2.4 2.5 yes 5.5 
p 4.2 4.2 yes 5.4 
FIN 1.2 1.3 yes 5.4 
s 2.8 2.6 yes 7.0 
UK 2.9 3.3 yes 5.1 
EUR 3.1 3.0 4.7 
( I l Data on cum,umer pncc index arc not yd harmom,.,cJ 
(2) E:-.timatc:-, from Comnm,:-.ion services' Autumn 1995 Ecunomic i:urccash. 
n) Pe1n_·nlagc change tn a, ciagc k\'d nt mdt.'x in latc~t 12 nm nth:-. over average in previou:-. ! 2 month period. 
( 4) Average ot three bc~t performer:-. in term:-. of price :,,t.ibil1ty plu:-. 1.5 ( inflation) or 2.0 ( intere:-.t rates) percentage pomt:,,. 
(S) Meac,ured on the ba"i~ ot quarterly data 
Debt/GDP<2> 
Change 
1995 95/94 95/93 
60 
134.4 -0.6 -3.1 
73.6 -2.0 -6.7 
58.8 8.6 10.6 
114.4 1.4 -0.1 
64.8 1.8 4.4 
51.5 3.1 6.2 
85.9 -5.2 -11.5 
124.9 -0.5 5.5 
6.4 0.5 0.1 
78.4 0.4 -2.9 
68.0 2.8 5.0 
70.5 I.I 3J 
63.2 3.4 5.9 
81.4 1.7 5.2 
52.5 2.4 3.9 
71.0 2.9 4.8 
Long-term Exchange 























REPORT ON CONVERGENCE IN THE EUROPEAN UNION IN 1995* 
I. Introduction 
Purpose of the report 
The present report on progress in nominal convergence in the 
Union, which reviews recent developments with particular refer-
ence to 1995, is prepared in order to provide continuity with the 
two previous convergence reports 1. While there exists no Treaty 
obligation for the preparation of a convergence report for the 
present year (as there was no formal Treaty obligation for the 
preparation of the 1994 convergence report either), it is neverthe-
less essential that progress in convergence is continuously as-
sessed. A convergence report will also be prepared in 1996, in or-
der to comply with article 109j of the Treaty. 
The Treaty on European Union sets out four explicit criteria ac-
cording to which nominal convergence can be measured (Article 
109j( 1) and the associated protocol). At the same time, however, 
the Treaty requires that the assessment of convergence take into 
account evidence from other pertinent indicators, which would 
permit the emergence of a broader picture of the progress towards 
stability and integration between the Member States. Of these in-
dices, a set refers to what may be regarded as indicators of the sus-
tainability of nominal convergence. In this regard, the present re-
port also reviews developments in unit labour costs and in import 
prices, as well as developments in the current account. 
The report also discusses developments in the ECU, and it briefly 
reviews some "results of the integration of markets", principally 
as concerns the integration of financial markets. A full evaluation 
the internal market programme is currently under way, and the re-
sults will become available in time for next year's report. 
Macroeconomic developments since the recession 
TABLE l: Economic growth (GDP)<1l and unemployment (UNR)<2) 
1993 1994 1995 
GDP UNR GDP UNR GDP UNR 
B -l.6 8.9 2.2 10.0 2.3 10.0 
DK 1.5 10.1 4.4 8.2 3.4 6.4 
D -1.1 7.9 2.9 8.4 2.1 8.1 
GR -D.5 8.6 l.5 8.9 1.7 8.9 
E -I.I 22.8 2.0 24.1 3.0 22.9 
F -1.5 11.7 2.7 12.3 2.8 ll.6 
IRL 3.1 15.7 6.7 15.1 6.7 13.5 
-1.2 I CU 2.2 ll.4 3.2 I 1.6 
L 0.3 2.7 4.4 3.5 3.1 3.6 
"JL 0.2 6.6 2.7 7.0 3.0 6.6 
A -0.1 4.2 2.7 4.4 2.4 4.5 
p 
-1.2 5.7 I.I 7.0 2.7 7.2 
FIN -l.2 17.9 4.0 18.4 4.8 17.1 
s -2.6 9.5 2.3 9.8 3.7 9.4 
UK 2.0 10.4 3.8 9.6 2.6 8.6 
EUR 15 -0.6 10.9 2.8 11.3 2.7 10.7 
! I J real annual percentage change: 
<2 J percentage of the civilian labour force. 
Soun e· Commi:-.:-.ion :-..ervice:-. Autumn 1995 economic forecasts 
* Based on data up to end-November 1995. 
1 In Novemher 1993, and in accordance with Article 109e(2)b of the Treaty, the Commis-
srnn a?opted !he "Report (~n pro~ress with ~cgard to economic and monetary convergence 
and with the unplcmentatton of Commumty law concerning the internal market", Euro-
pean Economy no. 55, 1993. In 1994 the review of convergence was presented in Conver-
gence Report 1994: "Achieving hetter convergence during a period of economic recov-
ery'". European Economy no. 59, 1995. 
Despite a slowdown during the course this year, 1995 was the se-
cond year when economic growth, following the trough of the re-
cession in mid-1993, advanced at a solid pace. This has created 
conditions conducive to strengthening the convergence process. 
In several Member States actual economic growth exceeded po-
tential, and the negative output gap narrowed, but it is estimated 
that a margin of excess capacity continued to characterise virtual-
ly all Member States' economies. Growth in the Union in 1995 
was somewhat lower than expected at the beginning of the year, 
reflecting principally the spring currency turmoil but also the 
lagged effects of the sharp rise in long-term interest rates in 1994. 
These may have, inter alia, adversely affected confidence and 
contributed to restraining private spending in several Member 
States this year. However, the outlook for economic growth re-
mains generally favourable, supported by healthy fundamentals 
and a further rebalancing of the policy mix. 
The growth slowdown during 1995 followed a strong recovery 
from the 1992-93 recession. On an annual average basis, GDP is 
estimated to have grown at 2% percent in 1995, at virtually the 
same pace as in the previous year. Economic activity in the Com-
munity has been soundly based, bolstered by sustained extra-EC 
export market growth, and by strong performance of investment, 
particularly investment in equipment. On the other hand, private 
consumption has been subdued with households keeping their 
saving rate roughly unchanged. Latest estimates show that Ire-
land had the highest growth rate among the Member States in 
1995, averaging 6.7 percent, while Greece had the lowest, averag-
ing 1.7 percent. Economic growth in Denmark, Spain, Italy, Lux-
embourg, the Netherlands, Finland, and Sweden ranged between 
3.0 percent (Spain) and 4.8 percent (Finland); in the remaining 
Member States, economic growth clustered in a narrow range of 2 
to 3 percent. 
Following its marked decline by almost 4 percent over the period 
1992-94, employment improved modestly in 1995, growing by 
an estimated% of one percent. As a result, the rate of unemploy-
ment has also declined gradually, from 11.3 percent of the civilian 
labour force in 1994 to 10.7 percent in 1995; this represents the 
first fall in the unemployment rate since the beginning of the de-
cade. 
II. Progress in nominal convergence 
A. Inflation convergence 
A.] Recent inflation developments 
Inflation developments in the Member States 
The area where the greatest progress in convergence has taken 
place is that of achieving price stability. According to all princi-
pal measures, inflation declined significantly in virtually all 
Member States2 in 1994 and convergence has strengthened fur-
ther this year. Average inflation in the Union in 1995 declined 
marginally relative to the previous year, reflecting the progress in 
reducing inflation in those Member States where inflation was 
The three new Member States (Austria. Finland, and Sweden) are included fully in the 
analysis for the first time in this year's report. hut in the discussion they are not treated as 
part of the European Union prior to 1995. 
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already low. At the same time, however, inflation performance in 
those Member States which had experienced currency depreci-
ations (principally Italy but also Spain) was less encouraging. 
Table 2 reports developments in inflation measured by the private 
consumption deflator, and by the consumer price index. In both 
1994 and 1995 according to the former index, inflation in nine 
Member States (B, DK, D, F, IRL, L, NL, FIN, UK) was at or be-
low the upper limit of the 2-3 percent range proposed by the 
Broad Economic Policy Guidelines as a step towards price stabil-
ity; also in Austria and Sweden inflation was below 3 percent this 
year. Inflation measured by the consumer price index over the pe-
riod October 1994-September 1995 also confirms this ( except for 
the UK3). 
TABLE2: Inflation (percentage change) 
Pri vale consumption deflator Consumer price indexOl 
1993 1994 1995 Oct 94 -Sep 95 
B 3.1 3.0 l.5 l.6 
DK l.O 1.0 2.0 2.2 
D 3.9 2.7 l.8 2.2 
GR L"l.6 10.8 9.2 9.9 
E 5.6 5.1 4.9 4.7 
F 2.2 l.8 1.9 1.7 
IRL 1.7 2.7 2.5 2.6 
5.1 4.8 5.6 4.7 
L 4.4 2.6 l.9 2.1 
NL 2.3 2.4 l.6 2.2 
A 3.5 3.0 2.4 2.5 
p 7.1 5.5 4.2 4.2 
FIN 4.2 1.3 1.2 1.3 
s 5.8 3.6 2.8 2.6 
UK 3.4 2.4 2.9 3.3 
EUR 15 4.0 3.2 3.1 3.0 
CV 0.76 0.70 0.69 0.67 
CV-ERM 0.57 0.49 0.47 0.40 
CV-NERM 0.74 0.72 0.72 0.76 
(I) change m average level nf mdcx in latest twelve month"' ova the average in prevrnur.; lwelvc month:.. 
CV::: coefficient of \.anatmn (ratio nf the standard deviation to the mean of the data): CV-ERM 
INERM) jc; the coefficient of vnriatlon for the ERM (non-ERM) currencies: ERM rnembcn,hip 1s 
defined in the text 
Soun e. Comnw,:'>inn s,crv1cc"' Autumn 199.5 economic fon:ca:'>b, :md Eurostat. 
Not only has the level of inflation declined but also the differences 
in inflation between the Member States have narrowed. One in-
dication of how inflation in the Member States has tended to move 
closer together is provided by a statistical measure of dispersion, 
the coefficient of variation4, also reported in Table 2. The vari-
ability of inflation, measured by the private consumption deflator, 
in the Member States (excluding Austria, Finland, and Sweden 
for the years prior to joining the Union in 1995) declined from 
0.76in 1993to0.70in 1994andto0.69in 1995. This reduction in 
variability has taken place at the same time as the average infla-
tion has also declined. The Member States which have partici-
pated the longest in the ERM have continued to display the lowest 
inflation and have secured convergence over a considerable peri-
od of time. The coefficient of variation for the ERM group (B, 
DK, D, E, F, IRL, L, NL, P) which was 0.57 in 1993, has eased to 
0.49 in 1994 and, with the ERM group enlarged with the partici-
pation of Austria, to 0.47 in 1995. On the other hand, substantial-
ly greater variability continues to characterise inflation in the 
1 The CPI in the UK is influenced by factors (e.g. mortgage interest payments) which are 
treated differently from most other national CPls; the preferred measure of inflation in the 
UK is the retail price index excluding mortgage interest payments 
4 The coefficient of variation shows the dispersion of each Member State's inflation around 
the average rate of inflation for each year; the higher its value, the greater the dispersion of 
inflation in any given year 
non-ERM Member States, (GR, I, and UK in 1993 and 1994; m 
1995, the same group but enlarged to include FIN and S) with the 
coefficient of variation remaining persistently above 0.70 during 
these years. The dispersion of inflation rates measured by the 
consumer price index also confirms that in the ERM group infla-
tion has tended to move closer together than in the non-ERM 
group. 
Factors influencing inflation trends 
Several factors have contributed to the decline in inflation and the 
consequent strengthening of price convergence in 1994 and 1995. 
A principal factor is that, although recovery from recession has 
been under way, output has continued to be below potential; this 
has restrained upward price pressures. Furthermore, the growth 
slowdown this year may also have prevented inflation from accel-
erating. 
A second factor, the contribution of which is difficult to properly 
evaluate, is the possible change in private agents' behaviour as 
inflation expectations become more stable. Moderation in wage 
trends could reflect an enhanced credibility of monetary policy. 
Moreover, the granting of independence to central banks, as re-
quired by the Treaty by the end of the second stage of EMU, may 
also have played some part. An innovation in monetary strategy 
has been the adoption of visible, easily comprehensible, and ex-
plicit inflation targets, defined predominantly in terms of the con-
sumer price index, by several Member States (E, F, I, FIN, S. and 
UK, although the weight of this target in policy decisions differs 
from country to country); this may also have strengthened the 
credibility of monetary policy, especially in those Member States 
which do not benefit from membership in the ERM. However, it 
is also possible that this moderation in wage trends is a transitory 
phenomenon and that, as the recovery matures, the risk of a deteri-
oration in wage demands may re-emerge. 
TABLE 3: Nominal effecthe exchange rate changes 
(relative to 20 industrial paitners) 
Annual percentage changes 
1992 1993 1994 1995(*) 
B 2.3 0.8 1.6 4.5 
DK 2.8 2.1 0.1 5.2 
D 3.3 2.7 0.1 5.7 
GR -7.7 -9.6 -7.1 -2.7 
E -1.8 -13.1 -6.7 -0.3 
F 3.6 1.9 0.6 3.5 
IRL 2.8 -5.9 0.3 0.1 
-2.7 -16.9 -4.6 -9.2 
NL 2.4 3.0 0.4 4.4 
A 2.6 2.4 0.0 4.1 
p 3.6 -7.6 -4.7 2.3 
FIN -12.7 -14.8 7.5 10.9 
s 1.3 -19.3 -l.2 -0.9 
UK -3.6 -9.0 0.2 -4.0 
EUR14 2.2 -13.1 ~2.2 3.5 
( *) on the as:-.urnption that the 4th quarte, \ alue of exchange rail':-. 1.~ !he average of October 26. 1995 
value 
Sot1rce · Commis;:-..ion :-.ervice:-. 
A third factor behind the decline in inflation is the improved con-
sistency between monetary and budgetary policy. Virtually a11 
Member States have announced and are pursuing policies to re-
duce government deficits and reverse the rise in the public debt 
ratio. Despite the fact that prospects for durable consolidation of 
the public finances remain uncertain in some Member States, the 
burden imposed on monetary policy by an unbalanced policy mix 
has been eased. Fina11y, it should be mentioned that the positive 
developments on the inflation front occurred in spite of increases 
in VAT rates in a majority of Member States. 
Exchange rate developments have also played a role in inflation 
trends in previous years and in 1995. On the one hand, reductions 
in inflation in Member States which have seen currency depreci-
ations have been more difficult to achieve. The Member States 
with higher inflation (GR, E, L P) have had depreciations particu-
larly in 1993 and 1994 and to a lesser extent this year, which have 
potentially sustained the inflation momentum and have slowed 
the reduction of inflation. Excess capacity in the domestic econo-
my has likely offset, wholly or partially, the impact of depreci-
ation on domestic prices. The large output gap in the case of Swe-
den, for example, led to rapid reductions of inflation, despite the 
depreciation, at a pace sufficient to meet the price stability criteri-
on. On the other hand, the appreciation of several Union curren-
cies in nominal effective terms (B, DK, D, F, NL, A) contributed 
significantly to restraining domestic price inflation in 1995. 
A.2 Inflation convergence measured by the Treaty definition 
The Treaty requires that inflation convergence should be assessed 
by means of the consumer price index on a comparable basis. 
Such data are not yet available (sec Box I). However, trends in 
national consumer price indices and in private consumption de-
flators, have been largely similar. As seen in Table 2, both indica-
tors show that inflation in most Member States has eased further 
in 1995 compared to last year. As an illustration of the measure-
ment of price convergence, as required by the Treaty, data both on 
the private consumption detlator (as used in previous Conver-
gence Reports) and on the consumer price index are presented in 
Table 4. 
The Treaty lays down that those Member States will be consid-
ered as converging in price stability which have an average rate of 
Box I: Inflation convergence according to the Treaty 
Inflation convergence is defined by art. I of the Protocol on the 
convergence criteria. According to this, a Member State meets 
the criterion if its price performance is sustainable and its 
inflation rate does not exceed by more than I Y2 percentage 
points that of, at most, the three best performing Member 
States in terms of price stability. Inflation is to be measured by 
the consumer price index on a comparable basis, taking into 
account differences in national definitions. 
An operational definition of price convergence encompasses 
three elements: first, the definition of what constitutes a sus-
tainable price performance; secondly, the establishment of the 
consumer price index on a comparable basis according to 
which convergence will be measured; and, thirdly, the exact 
aggregation of the inflation index of the three best performers. 
Progress has been made in the latter areas but harmonised in-
dices are not yet available. 
Work is currently under way to develop consumer price in-
dices for each of the Member States which are comparable 
with each other. The Commission, in co-operation with the 
national statistical services, proposed a framework Council 
regulation ( adopted in October 1995) containing provisions 
for a stepwise harmonisation of consumer price indices. Ac-
cording to the regulation, a preliminary ad-hoe harmonisation 
of national CPis will be made available, at the latest, by March 
1996. 
The first step in the harmonisation project will consist of ex-
cluding areas where differences in the price indices of the 
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TABLE 4 : Inflation convergence 
( inf1ation measured by the percentage change in the 















































































(2) change in a\t:rage le\el of 1nda 1n the reno<l October [l)l)4 - September [99) nva a,cragc in 
prcviom, twchc month~: 
( r.1 .irithmctic avcrag.: of the thri:e be~t pcrforn1cr~ m tcrrrn, nf intlatmn plu~ l . .'i percentage pomh 
Source. Comm1~~1on service-.; Autumn 199.'i .:-cnnnmic torcc<-hh anJ Eurn~tat 
Member States are most marked: first, the treatment of own-
er-occupied housing; secondly, the treatment of health and 
education costs; and. thirdly, the differential treatment of vari-
ous other items such as financial services, insurance costs, lo-
cal authority services, package holidays etc. 
It is envisaged that, in the second stage, the harmonised index 
will begin in January 1997 and estimates of price changes rela-
tive to a common index reference period will be made avail-
able. Additional work on harmonisation will also be undertak-
en, and it is possible that some items excluded in the first stage 
from the index will be reintroduced if an appropriate common 
method of treating them has been established. 
The harmonised CPI will be collected and reported with 
monthly frequency, and the weights of the index will be up-
dated in a manner that ensures that comparability require-
ments are met. As yet no official data on the harmonised in-
dices have become available. 
A final issue concerns the operational definition of the infla-
tion rate of, at most, the three best performers in terms of price 
stability. The Treaty's wording provides for the possibility to 
consider the inflation rate of two Member States ( or even one) 
to serve as a reference for the measure of convergence. One 
approach is to consider the average inflation rate in the three 
best performing Member States, with inflation measured by 
the arithmetic average of twelve monthly indices relative to 
the arithmetic average of the twelve monthly indices of the 
previous period. 








(change in average level of index in the period October 
1994 to September 1995 over the average in previous 
twelve months) 
Reference value = 3.0% 
B DK D GR E F IRL I LNLA PFINSUK 
Source: Commission services. 
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inflation observed over a period of one year prior to the examina-
tion not exceeding by more than I Vi percentage points the rate of 
inflation of at most the three best performing Member States in 
terms of price stability. On the basis of this criterion and using an 
arithmetic average to establish the reference value, the results re-
ported in Table 4 can be obtained (the data in this table consider 
the new Member States, Austria, Finland and Sweden, as part of 
the convergence assessment only from this year onwards). The 
reference value declines between 1994 and 1995, reflecting the 
good inflation performance in the reference group, i.e. the group 
formed by the three best performers. With the exception of Fin-
land in 1995, the reference group is composed of Member States 
which have long belonged to the narrow band of the ERM. No 
Member State has belonged unfailingly throughout this period to 
the reference group of the three best performers; Denmark, 
France, and the Netherlands have twice been part of the group. 
On the other hand, and on the basis of these data, Germany has not 
been among the three best performers as regards inflation in the 
years under review. Finally, all the three new Member States have 
an inflation rate in 1995 below the reference value; moreover, 
Finland is the best performing Member State this year. 
Convergence in price inflation has strengthened substantially in 
the period since 1993. In 1993, five Member States respected the 
price stability criterion; in 1994, eight of the twelve Member 
States met the criterion, while in 1995 eleven of the fifteen Mem-
ber States met the criterion and so were convergent in terms of 
inflation. If the consumer price index for the period October 
1994-September 1995 is used to measure inflation, the same 
Member States, apart from the UK, have inflation lower than the 
reference value. 
Four Member States (GR, E, I, and P), despite their considerable 
progress, have not yet recorded an inflation rate equal to the refer-
ence value. In this group, while Greece has made marked prog-
ress in reducing inflation, it nevertheless remains considerably 
above the reference value; in Spain the pace of disinflation has re-
mained slow and in Italy, on the other hand, inflation worsened in 
1995; in Portugal, currently the Member State within this group 
with the lowest inflation rate, the distance from the reference val-
ue narrowed further this year. 
A.3 Other indicators of' inflation and of the sustainability 
of price convergence 
While price convergence has strengthened in 1994 and 1995, and 
prospects for additional progress remain good, the sustainability 
of this progress will in part depend on satisfactory behaviour of 
input costs and other factors influencing consumer prices. The 
Treaty requires that developments in "unit labour costs and other 
price indices'' (art. 109j) should also be considered in the assess-
ment of convergence. 
Cost and, more specifically, wage developments are important in-
dicators of inflation pressures. Developments in nominal wages 
may be consistent with price stability or they may be evolving in a 
manner eroding competitiveness, with potential exchange rate 
implications and, most importantly, they could signal the emer-
gence of cost-push factors threatening to price stability. More-
over, trends in nominal wages, to the extent that they are forward-
looking indicators for expected price changes, either reflect stable 
inflation expectations or signal incomplete credibility of the 
inflation objectives; this evidence is important for assessing 
whether price developments risk being destabilized by adverse 
wage inflation trends. Finally, supplementary information on 
inflation trends from other price indices (underlying inflation, 
producer prices, import prices) is also relevant for the assessment 
of the sustainability of inflation. 
Developments in unit labour costs 
Further moderation in the growth of nominal unit labour costs 
(compensation of employees per unit of output) was marked in 
1994 and 1995, thus reversing the adverse trends of the early part 
of the decade (Table 5). For the Union as a whole growth in unit 
labour costs virtually stagnated in 1994 but recovered in 1995. 
This moderation reflects both the slowdown in nominal wage 
growth and the recovery in productivity growth after the reces-
sion. Key factors influencing the former are the substantial unem-
ployment which continues to prevail in virtually all the Member 
States, and the apparent decline in inflation expectations. Wage 
settlements appear to incorporate inflation expectations consis-
tent with the price objectives of the authorities, and in this regard 
economic policies seem to have renewed, and built upon, their 
credibility. Nevertheless, it is too early to judge whether these de-
velopments signal a structural break in wage determination . 
Labour productivity growth decelerated in the beginning of the 
decade as economic growth began slowing in virtually all the 
Member States (Table 5). Productivity growth accelerated mark-
edly in 1994, to 3.1 percent, as the recovery gained strength; dur-
ing 1994 growth in unit labour costs remained virtually stagnant. 
As the cyclical rebound of productivity growth comes to an end, 
unit labour costs are estimated to have grown by 1.8 percent in 1995. 
In 1994 unit labour costs declined in absolute terms in Denmark, 
Germany, France, Ireland, Italy, the Netherlands. Finland and the 
UK as a result of wage restraint but principally reflecting the cy-
clical rebound of productivity growth; in the rest of the Commu-
nity unit labour costs generally showed positive growth despite 
the equally pronounced acceleration of productivity growth. 
Wage trends moderated substantially also in two of the Member 
States which were still divergent in terms of price stability in 1994 
(E and P), but in Greece growth in unit labour costs accelerated 
relative to 1993. This was accounted for by primarily a deteriora-
tion in nominal wage settlements, while also growth in productiv-
ity was negative for a third consecutive year. In general, these de-
velopments eased the task of monetary policy in most Member 
States and contributed favourably to the conditions which made 
possible the declines in short-term interest rates. 
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TABLE 5: Nominal unit labour costs (I) and productivity growth (II) (percentage change, total economy) 
1991 1992 
(I) (II) (I) (II) 
B 5.7 2.1 3.7 2.3 
DK 1.4 2.9 2.6 1.2 
D 6.1 4.1 
GR 7.7 5.6 11.0 -0.6 
E 6.5 1.6 7.3 1.9 
F 3.6 0.7 2.3 2.1 
IRL 1.5 2.2 3.4 3.5 
8.1 0.4 3.9 1.8 
L 5.8 -1.0 6.9 -0.6 
NL 3.5 0.9 3.7 l.0 
A 5.1 1.2 4.5 1.3 
p 15.4 -0.6 6.3 2.9 
FIN 7.8 -2.0 -1.8 3.7 
s 6.4 0.4 0.8 3.2 
UK 7.4 I.I 3.8 l.6 
EUR 15 5.5 l.4 4.3 2.4 
Snurct': CornmI!,.',JPn !.en ice!, Autumn 1995 econoniic foreca:,t.~. 
The acceleration in unit labour costs in 1995, which is a reflection 
of renewed nominal wage growth and of the end of the cyclical 
rebound in productivity growth, will likely continue to be consis-
tent with favourable inflation trends. However, in certain Mem-
ber States (GR and E in particular) the pace of growth of unit la-
bour costs, especially in light of the modest productivity growth, 
could signal potential increases in prices on the part of firms and 
an ultimate threat to the reduction in inflation achieved so far. 
Furthermore, these trends are diverging from the moderation pre-
vailing in other Member States, in which developments in unit la-
bour costs do not appear to signal a deterioration in the underlying 
cost environment or a deterioration in competitiveness. 
Developments in import prices 
Trends in import price inflation in domestic currency reflect 
trends in international prices, the value of the exchange rate, and 
the price-setting behaviour of foreign suppliers. 
Following the sharp increase in international commodity prices in 
1994, most primary commodity prices have been stable this year, 
at a higher level than in 1994. However, there have been increases 
in some agricultural products (wheat and maize, in particular) 
which are imported into the Community, as well as a transitory in-
crease in the price of oil in the beginning of the year, which was 
subsequently reversed. In general, trends in international primary 
commodity prices have behaved favourably from the perspective 
of contributing to domestic inflation in 1995, and are likely to 
continue so next year as well. 
Import price inflation can be highly correlated with domestic 
price measures of inflation (cf. Graph 3). The exchange depreci-
ation of several Community currencies in 1992 and in 1993, coin-
ciding with unstable international commodity prices, contributed 
to an acceleration in import price inflation, in these Member 
States during these years; this reversed the decline in import 
prices seen in 1992 when Community currencies registered ap-
preciations. The marked appreciation against the US dollar, on 
the other hand, has had a beneficial effect on import prices and on 


















1993 1994 1995 
(II) ([) ( II) (I) (IIJ 
-0.2 1.8 3.0 0.5 2.1 
2.2 -1.4 4.7 2.0 l.3 
0.6 -0.4 3.6 1.8 2.1 
-1.5 12.7 -0.4 9.1 0.7 
3.0 1.6 2.9 3.4 0.5 
-0.4 -0.5 2.6 1.3 1.7 
2.5 -0.8 4.0 -0.4 3.1 
1.5 -0.3 3.8 1.6 3.1 
-1.4 1.5 3.0 3.0 0.6 
0.4 -0.2 2.6 1.4 1.8 
0.4 0.2 2.8 1.7 2.3 
0.7 3.5 1.3 2.6 3.3 
5.7 -1.8 5.4 3.7 1.7 
3.2 2.4 3.3 1.3 1.9 
3.7 -0.3 3.2 l.3 l.9 
1.3 0.2 3.1 1.8 2.0 
As can be seen in Table 6, the Member States which saw depreci-
ations of their currencies in the period 1992-94 ( cf. Table 3) have 
had, correspondingly, the largest increases in import prices. Also, 
the Member States which experienced the largest appreciations 
relative to the US dollar this year (B, DK, D, F, NL, and FIN) have 
also had low or negative import price inflation. This has provided 
support to the favourable inflation trends registered in 1995. On 
the other hand, large increases in import prices this year, ranging 
from 5 percent to I O percent continued to characterise Italy, the 
UK, Sweden, Greece, and Spain, although in the last two coun-
tries import prices have decelerated this year. To sterilise the do-
mestic inflation impact of these developments it is essential that 
policies on inflation remain cautious. 
GRAPH 2 : International commodity prices 
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Source : Commission services, lMF. 
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GRAPH 3 : Domestic and import price inflation (annual percentage change) 
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TABLE6: Import price inflation 
L NL A P FIN S UK 
(percentage change in the detlator of imports of goods and 
services, in national currency) 
1991 1992 1993 1994 1995 
B -0.4 -2.7 -2.5 LO -Ll 
DK 2.1 -1.5 -0.9 0.7 L3 
D --1.5 -1.5 -0.5 0.0 
GR 8.8 8.4 7.6 7.5 5.6 
E -0.3 1.3 6.6 6.3 5.1 
F ().() -2.4 -2.7 1.8 0.8 
IRL 2.4 -1.3 4.4 2.8 1.9 
I -0.1 2.0 11.4 5.3 9.9 
NL 0.4 -1.4 -2.5 0.3 -1.8 
A 0.9 0.5 0.9 0.7 -0.4 
p 1.4 -3.7 8.9 2.4 1.3 
FIN 0.6 7.2 8.7 -0.2 0.5 
s 0.1 -2.2 14.5 3.4 6.2 
UK (U -0.1 8.1 1.9 8.6 
EUR 15 0.8 --0.6 2.9 2.2 3.3 
There arc 1Hi '-.L'parate d.1ta Jpr Luxenib1iurg: EllR 15 weighted m common cum:ncy 
Soun e. Commi!-,~1011 .~crvin::, Autumn 1995 ccnm1m1c tnrcca:,t:,. 
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B. Budgetary convergence 
,t 
I 
L NL A 
B. I Budgetary Developments in 1995 
Government deficits 
I. 
P FIN S UK 
The recession of 1992-1993 led to a significant deterioration in 
budgetary positions and to an increase in deficit and debt ratios in 
all the Member States. This set back in budgdary convergence 
led Member States to step up their fiscal adjustment efforts and 
accelerate the process of budgetary consolidation especially tak-
ing advantage of the recovery of economic growth. Member 
States have already acknowledged the need for budgetary consol-
idation and debt reduction and have incorporated their policy 
intentions in convergence programmes in which targets for deficit 
and debt reduction are key features. After the presentation of a 
convergence programme hy each of the new Member States in 
1995, all except Luxembourg have now presented such pro-
grammes. During 1994 and 1995 budgetary positions have im-
proved and progress in convergence took place at a renewed mo-
mentum. However, for the majority of the Member States respect 
of the budgetary convergence criteria has yet to be achieved. 
TABLE 7: General government deficit 
(percent of GDP) 
1993 1994 1995 
B 6.7 5.3 4.5 
DK 4.5 3.8 2.0 
D 3.5 2.6 2.9 
GR 12.1 11.4 9.3 
E 7.5 6.6 5.9 
F 6.1 6.0 5.0 
IRL 2.4 2.1 2.7 
I 9.6 9.0 7.4 
L -1.81*1 -2.2<*) -0.41*) 
NL 3.2 3.2 3.1 
A 4.1 4.4 5.5 
p 7.1 5.8 5.4 
FIN 8.0 5.8 5.4 
s 13.4 I 0.4 7.0 
UK 7.8 6.8 5.1 
EliR 15 6.3 5.5 4.7 
( ') 1nd1calt'-. :1 '>Urplu'> 
~·,,un c. CPrnmi:-.\1P11 '>en ice" Autumn I LN."i ccnnomic fnrcca:-.t\ 
According to the Commission's Autumn 1995 economic fore-
casts, eleven Member States (B, DK, GR, E, F, I, NL, P, FIN, S, 
and UK) have improved their government deficit as a percentage 
of GDP in 1995 (Table 7 and Graph 4 ). The largest deficit reduc-
tions - albeit from a relatively high level - between 1993 and 
1995 are estimated to take place in Sweden (6.4 percentage points 
in terms of GDP), Greece and the UK (2.8 and 2.7 points, respec-
tively). With the exception of Austria, the increases in 1995 in the 
government deficits were confined to Member States with the 
lowest deficits in the previous year; while Luxembourg markedly 
reduced its surplus, in Germany and Ireland5 the rise in the deficit 
did not breach the 3 percent of GDP reference value. 
Despite the deficit reductions which have taken place this year, 
only one additional Member State, Denmark, has reduced its defi-
cit below the 3 percent of GDP reference value. In the remaining 
Member States, the Netherlands had a deficit only marginally 
higher than the reference value (3.1 percent of GDP), while the 
rest had deficits above 4 percent of GDP. Government deficits 
continued to be particularly large this year in Greece (9.3 percent 
of GDP), Italy (7.4 percent) and Sweden (7 .0 percent). 
General government debt ratios continued to deteriorate, 
but at a slowing pace 
Between 1993 and 1994 the ratio of government debt to GDP in 
the Union rose by 1.9 percentage points, a less rapid increase than 
that which took place between 1992 and 1993 (5.9 percentage 
points) and reflected the impact of the recession. Latest estimates 
show a further rise in EU debt ratio of just over 3 percentage 
points in 1995, taking it to a record higher level of7 J percent. The 
faster rise this year than in 1994 is to a large extent due to the ex-
ceptional increase in Germany (see below). The current level of 
the debt ratio, and its trend rise since the beginning of the decade, 
suggest that the need for fiscal retrenchment continues to be ur-
gent. In contrast to government deficits, which, following a 
marked widening during the recession, have subsequently de-
clined, debt ratios have continued to increase further during the 
recovery (sec Graph 5 and Table 8). It is clear that the reduction of 
Part of the increase in the deficit in Ireland in 1995 reflects the treatment on a 
cash basi.s of arrears of social welfare benefits due under the Equal Treatment 
Directive. 
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GRAPH 4 : General government net borrowing 
(percent of GDP) 
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GRAPH 5 : General government gross debt 












Reference value = 60% 
'1 
I I 
rs I I 
! 80 
'1 
I I I 
I ! i I --I, I 











! I i 
I 
' I 
i ' I I 
! i ' I 
! 
! 

































B DK D GR E F IRL I L NL A P SF S UK 
Source: Commission sentices. 
the deficit has not been sufficiently large, together with nominal 
GDP growth, to halt the rise in debt ratios; the latter increased fur-
ther in ten Member States in 1994, and in eleven this year. 
The public debt circumstances of each Member State differ, how-
ever. Despite the increase in 1994 and 1995, the debt ratio in four 
Member States (D, F, L, UK) continued to be below 60 percent of 
GDP. The increase in Germany's debt ratio in 1995 is of an excep-
tional nature and is due to a unification related debt take-over; 
this brought it to just under 60 percent of GDP, up from 48.2 per-
cent in 1993. 
Three Member States (B, GR, and I) have debt ratios exceeding 
I 00 percent of GDP and, as shown in Table 8, progress in reduc-
ing their ratios since 1993 has been unequal within this group. 
Belgium has reduced its debt ratio by a cumulative 3 percentage 
Box 2 : Budgetary convergence criteria 
According to Article I 09j, a Member State meets the budget-
ary convergence criterion if, at the time of examination, it is 
not experiencing an excessive deficit as determined in accor-
dance with Article I 04c(6) and the respective protocols. The 
existence of an excessive deficit is assessed on the basis of the 
following two criteria: 
(I) whether the ratio of the planned or actual government defi-
cit to gross domestic product does not exceed 3 %, unless 
either the ratio has declined substantially and continuously 
and reached a level that comes close to the reference value; 
or, alternatively, the excess over the reference value is only 
exceptional and temporary and the ratio remains close to 
the reference value; 
(2) whether the ratio of gross government debt to gross domes-
tic product exceeds 60 percent, unless the ratio is suffi-
TABLE 8. General government gross debt 
(percent of GDP) 
Level Change 
1993 1994 1995 93/92 94/93 95/94 
B 137.5 135.0 134.4 6.4 -2.5 -0.6 
DK1 80.3 75.6 73.6 11.3 -4.7 -2.0 
02 48.2 50.2 58.8 4.1 2.0 8.6 
GR 114.5 113.0 114.4 n.9 -1.5 1.4 
E 60.4 63.0 64.8 12.0 2.6 1.8 
F 45.3 48.4 51.5 5.7 3.1 3.1 
IRL 97.4 91.1 85.9 3. l -6.3 -5.2 
119.4 125.4 124.9 II 0 6.0 -0.5 
L 6.3 5.9 6.4 1.2 -0.4 0.5 
NL 81.3 78.0 78.4 1.7 -3.3 0.4 
A 63.0 65.2 68.0 4.7 2.2 2.8 
p 67.2 69.4 70.5 4.8 2.2 1.l 
FIN 57.3 59.8 63.2 15.8 2.5 3.4 
s 76.2 79.7 81.4 9.1 3.5 1.7 
UK 48.6 50.1 52.5 6.7 1.5 2.4 
EUR 15 66.2 68.1 71.0 5.9 1.9 2.9 
Ii Gm'-·rnmcnt dcpm,ih with th<-' central b,rnk, g(nernmen! holdmp, ofnnn-government.il bnnds, and 
public t'ntcrpns,es, rdat<.?d dd1L amounted to c;mm; 20 percent of GDP m ! 995 
21 The \harp 1nnca:-.t.' 111 the Gt.'rman dchl rnti(l 111 !995 i" mainly cau:-.cJ by the !akC-ll\Tf by the 
g1nTrnmcnt of off-buJgct un1ticati(m-relakd liab1li11c:-.. the nHi:-.t important of which i\ lhe debt of 
the ··Trcuhandan.\talf' 
Soun 1': C()nrnu:-.:-.ion ~en 1ee:-. /\uturnn 199."i economic foreca:-.b. 
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points during this period, while in Greece the debt ratio resumed 
its growth this year following a decline in 1994, largely associated 
with debt management operations. In Italy, on the other hand, the 
steady increase of the debt ratio seems to have come to a halt in 
1995 when a small reduction is expected for the first time. 
The debt ratios in Spain and Finland are around 65 percent of 
GDP, exhibiting, however, a rising trend, while in Austria the debt 
ratio has risen rapidly since 1993, to 68 percent in 1995; on 
theother hand, and after rising steadily since 1993, the debt ratio 
in Portugal has now reached just over 70 percent of GDP. Of the 
remaining Member States (DK, IRL, NL and S), which have debt 
ratios between 70 and 90 percent of GDP, Denmark and Ireland 
have made clear progress in 1995; in Ireland this progress follows 
several years of significant reductions in the debt ratio ( except for 
1993, mainly as a result of the depreciation of the Irish punt); in 
Denmark, the debt ratio started to decline in 1994. In the Nether-
lands the debt ratio also fell in 1994 but rose again slightly in 1995 
(mainly due to a financial operation related to housing). The up-
ward trend in the debt ratio in Sweden has continued but at a much 
slower pace this year. 
ciently diminishing and approaching the reference value at 
a satisfactory pace. 
The wording used in the Treaty reflects various concerns. In 
the case of the deficit, the Treaty allows for exceptional and 
temporary circumstances and takes into account a positive 
trend, but within the very narrow limits determined by the 
phrase "close to the reference value". In the case of the debt/ 
GDP ratio, the Treaty after first setting a reference value for 
the level of the ratio recognises the inertia of this aggregate: 
even under very favourable growth and deficit conditions sig-
nificant reductions in the debt/GDP ratio may take many years 
(see graphs in Box 3). A debt/GDP ratio "sufficiently dimin-
ishing and approaching the reference value at a satisfactory 
pace'' may be taken as a sign of a credible consolidation pro-
cess. 
The state of the budgetary position of the Member States is re-
flected in the September 1994 and the July 1995 Council deci-
sions concerning the existence of excessive deficits in accordance 
with Article I 04c of the Treaty. In the 1994 decisions, all the 
Member states except two, Ireland and Luxembourg, were found 
to have an excessive deficit. In 1995 the Council decided to abro-
gate the decision of the previous year on Germany and decided 
that all the three new Member States had an excessive deficit. 
Budgetary convergence in 1995 
Table 9 presents a summary of budgetary performance in 1995 
taking account of the Treaty criteria. Despite the reductions in 
government deficits over the past three years, the majority of the 
Member States docs not respect the reference value for the deficit. 
Only Denmark, Germany. and Ireland have budget deficits below 
3 percent of GDP this year and Luxembourg has a surplus. In the 
Netherlands the deficit is close to the reference value. 
Four Member States (D, F. L, UK) continue to have a debt ratio 
below the reference value in 1995. Within the group of Member 
States which still have a debt ratio above 60 percent of GDP, the 
TABLE 9: Budgetary comergence in 1995 
(variables as percent of GDP) 
Deficit Debt 
Reference value 3.0 60.0 
B 4.5 134.4 
DK 2.0 ?J.6 
D 2.9 58.8 
GR 9.3 11-1.4 
E 5.9 64.8 
F 5.0 51.5 
IRL 2.7 85.9 
7.4 12-1.9 
L -0.4(') 6.4 
NL 3 I 78.-1 
A 5.5 68.0 
p 5.4 70.:\ 
FIN 54 63.2 
s 70 81.-1 
UK 5.1 52.5 
Member States not having an excessive deficit in 1995: D, IRL L 
~=change: (*) indicates a ~urplus 



















debt ratio has declined in four of them (B, DK, IRL, NL) in the 
period 1993-95. In Ireland, the debt ratio has continued to dimin- GRAPH 6 : Actual and cyclically adjusted deficit (Percent of GDP) 
ish significantly, and during this period it fell by 11. Yz percentage 
points. Denmark has recorded a debt reduction of 6.1/2 percentage 
points in terms of GDP, and Belgium 3 points, over the same peri-
od. In the Netherlands the reduction also amounts to 3 percentage 
points. although the debt ratio has risen marginally this year. Fi-
nally, in Greece a marginal reduction has taken place although the 
debt ratio has risen once more in 1995. 
Compared to 1994, some improvement in budgetary convergence 
has taken place this year. Deficits are generally lower in 1995 and 
the number of Member States with a government deficit below 
the reference value has increased by one (DK) (and the Nether-
lands is very close); moreover, increases in the debt ratio in 1995 
have generally been smaller than in the previous year (except for 
Germany where the increase was due to exceptional circum-
stances) and much smaller than the increase of 1993. A tendency 
towards debt stabilisation and/or debt reduction seems apparent 
in the Member States. 
B.2 Underlving trends and consolidation efforts 
Budget balances supported by cyclical developments 
The deterioration of budget imbalances during the course of the 
recession was largely the result, in most Member States, of the be-
haviour of the automatic stabilisers, that is, the rise in cyclical ex-
penditure and the decline in revenues. A comparison of actual 
government deficits with deficits adjusted for the effect of eco-
nomic cycle on the budget 6, shown in Graph 6 and Table 10, sug-
gests that, for the Community as a whole, approximately half of 
the reduction in the deficit in the period 1993-95 has been the re-
sult of the cyclical upswing in economic activity and the other half 
due to a reduction in the structural deficits. 
The timing of structural adjustment, as presented by changes in 
the cyclically adjusted deficit, has varied from one Member State 
to another. Jn 1994, with the recovery under way, nine of the 
Member States recorded reductions in the cyclically-adjusted 
deficit, and Luxembourg a deterioration in its cyclically-adjusted 
surplus; Denmark, France, Ireland, the Netherlands, and Austria 
continued to experience a deterioration, and in the UK there was 
no change in the cyclically-adjusted deficit. Several Member 
States realised the greatest reductions in the cyclically-adjusted 
deficit during the recession (B, D, IRL, I, and NL), but in the 
course of the recovery further reductions have taken place at a 
slowing pace. For the first time in 1995, on the other hand, Den-
mark and France saw reductions in the cyclically-adjusted defi-
cit, while in Greece and the UK the largest reductions have been 
delayed until this year. Since 1993 Belgium has achieved a 4.4 
percentage points of GDP adjustment in its cyclically-adjusted 
deficit, followed by Greece and Italy (3.1 and 2.9 points, respec-
tively) Germany and the Netherlands (1.8 and 2.1 points, respec-
tively), and Sweden ( 1.5 points). Both the delay in reducing cycli-
cally-adjusted deficits and the size of the reductions relative to 
the initial fiscal imbalances suggest that the opportunity to take 
advantage of the recovery and promote durable consolidation of 
the public finances has not been fully realised. 
0 The method for cyclically adjusting government deficits is described in 
"Technical note: the Commission services method for cyclical adjustment of 
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TABLE 10: Changes from previous year in the actual and cyclically 
adjusted general government deficit 
(percent of GDP) 
Change in Change in deficit 
cyclically-adjusted deficit 
1993 1994 1995 1993 1994 1995 
B -0.4 -1.4 -0.8 -2.5 -1.3 -0.6 
DK 1.6 -0.7 -1.8 1.0 0.8 -1.0 
D 0.7 -0.9 0.3 -1.1 -0.8 0.1 
GR 0.4 -0.7 -2. l -CU -0.7 -2.1 
E 3.3 -0.9 -0.7 0.9 -1.1 -0.4 
F 2.l -0.l -1.0 0.4 0.1 -0.6 
IRL 0.0 -0.3 0.6 -1.0 0.7 1.5 
0.1 -0.6 -1.6 -1.4 -0.4 -I.I 
L* -1.0 0.4 -1.8 na -0.3 -1.9 
NL -0.7 0.0 -0.l -2.4 ()_] 0.2 
A 2.1 0.3 I.I 0.8 0.7 I.I 
p 3.8 -1.3 -0.4 2.2 -l.8 -0.3 
FIN 2.1 -2.2 -0.4 0.5 -0.6 1.7 
s 5.6 -3.0 -3.4 2.3 -2.2 -1.6 
UK 1.7 -l.O -l.7 1.5 0.0 -1.3 
EUR 1.2 -0.8 -0.8 na -0.5 -0.4 
A negative (positive l "ign indicate\ a rcductinn (incrca,c Jin the rc..,peclJ\ e deficit:-.: ic Luxembourg has a 
surplus. thw, a negatrn.:: (po:,iti\c) sign indicate:, a 1cducti(ln (nn rncrca-.c) in it:, :,urplus: na= n\1t 
available. 
Source· Comm1:.~mn Autumn ! 99'.'i econumic fnrcca .... h 
Interest payments 
The persistent increase in general government debt and the evolu-
tion of interest rates has led to debt service payments representing 
an increasingly large share of total expenditure with the result that 
the flexibility of budgetary policy is becoming circumscribed. 
Absolute levels of general government debt and, therefore, inter-
est burdens, vary considerably between Member States. Graph 7 
shows the ratio of interest payments to GDP in 1994 and 1995; 
Greece and Italy had the largest such ratios reflecting both the size 
of public debt and the fact that the average interest rate at which 
- 12-
Debt stabilisation and primary gaps 
GRAPH 7 : Actual interest payments 
(as% of GDP) 
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GRAPH 8 : Effective rate of interest on government debt 
(in % of gross public debt) 
% 
16 
















I j ! 
D GR E F IRL I 












I ·, '1 I 
I ! 
NL A p FIN s UK 
the deficit is financed is comparatively high. In the case of Bel-
gium the share of interest payments to GDP is also large, and in 
Sweden and Denmark it represents over 6 percent of GDP. Inter-
est payments are equivalent to four to five times the level of gov-
ernment capital expenditure in the cases of Belgium, Greece, and 
Italy, and two to three times in Denmark and Sweden. 
The increase in long-term interest rates, discussed in section C 
below, will have adverse implications particularly for the Mem-
ber States where the debt ratio is high and increasing. The widen-
ing dispersion and the rise in the level of long-term interest rates 
implies that the contribution of interest payments to deficits and, 
ceteris paribus, to the accumulation of public debt has increased 
this year. 
Changes in the debt ratio depend on the real rate of interest on 
government debt, the rate of growth of the economy, the stock of 
debt relative to GDP and the non-interest (primary) balance of the 
government budget (see Box 3 for a discussion). Since neither the 
rate of interest on the debt nor the rate of growth of the economy 
can be influenced directly by government, budgetary policy con-
tributes to stabilisation and reduction of the debt ratio mainly 
through primary balances. Jn general, a surplus in the primary 
balance is necessary to bring about a stabilisation and further de-
cline in the debt ratio: the larger the stock of debt, the larger, ceter-
is paribus, is the primary surplus required to stabilise the debt ra-
tio. Table 11 shows that eight Member States (B, DK, GR, IRL, I, 
L, NL, and A) had primary surpluses in 1993, notwithstanding the 
recession, and the majority of them has sustained: these surpluses 
into the present year. In those Member States where the debt ratio 
is very high (8, GR, I) primary surpluses have been sustained: 
Belgium has had a primary surplus for almost a decade now and in 
Greece and Italy the primary surpluses arc larger this year than in 
1994. In the Member States where the debt ratio is above the ref-
erence value of60 percent but below 70 percent (E, P, A, FIN) and 
is also rising, progress was very limited, with only Portugal show-
ing a small primary surplus this year. The remaining Member 
States within this group continued to have primary deficits, the 
largest of which was in Austria. In the group where the debt ratio 
is in the range of70to 90perccnt of GDP (DK, IRL NL, S) prima-
ry surpluses were realised, ranging from 0.8 percent of GDP in 
Sweden to 4.7 percent of GDP in Denmark. While continuing to 
have a debt ratio below the reference value, France and the UK 
have recorded primary deficits. Finally, Germany and Luxem-
bourg also had primary surpluses this year. 
TABLE 11 General government total and primary balance* 
(percent of GDP) 
1993 199--1 1995 
Total Primary Total Primary Total Primary 
B -6.7 3.8 -5.3 5.0 -l.5 --1.5 
DK --4.5 3.3 - 3.8 3.3 - 2.0 --1.7 
I) 
-3.5 -0.2 -2.6 0.8 -2.9 0.9 
GR -12.1 1.0 -11.--1 _1.2 -9.-1 --1.2 
E -7.5 -2.2 -6.6 -1.5 -5.9 -0.fi 
F -6.1 -2.5 -n.O --2.2 -5.0 I I 
IRL -2.4 4 .. 1 -2.1 -1.X -2.7 2.8 
I -9.n 2.6 -9.0 1.7 -7.--1 _1.6 
L 1.8 2.2 2.2 2.5 0.4 0 8 
NL -3.2 3.2 -.1.2 2.8 -_1.1 2.7 
A -4.1 (U -4.4 tU -5.5 -1.3 
p 
-7.1 -0.--1 -5.8 -0.1 -5 .j 02 
FIN -8.0 -3.4 -5.8 -0.7 -5.-l -0.1 
s -1.1.4 -7.0 -10-l 3.5 -7.0 0.8 
UK -7.8 -4.9 -6.8 _15 -5.1 -1.6 
EUR 15 -6.3 -0.8 5.5 -0.2 -4.7 07 
""{-) indicat-:\ net (prm1ar~ J b()rrowing 
Soun e l\1mm1,~1n11 Au\Umn 199."i ccnlHHl1ll" f,)JL'Chh 
Progress towards achieving greater primary surpluses or smaller 
deficits became clear since the recession. Table 12 and Graphs 9a 
and 9b place this experience in perspective by comparing the pri-
mary surplus which would be necessary to stabilise the debt ratio 
in the period since 1993 with the actual primary surplus achieved 
in each Member State. The difference between these variables is 
the primary gap: when it is positive, it implies that the fiscal ad-
justment actually achieved fell short of that required to stabilise 
Box 3: Debt Dynamics: Basic Relationships 
The gross government debt ratio may be expressed as: 
Dt = ~ * Dt-1 + PDt + SFt 
Yt (I + n) Yt-1 Yt Yt (1) 
where: D=government debt, Y=GDP at current market prices, 
PD=primary deficit, i=nominal interest rate on govern 
ment debt, n=nominal GDP growth and SF=stock-flow 
adjustment, !=time. 
The first term is the sum of the government debt of the pre-
vious year and the interest payments due as a percentage of 
current GDP. The second term represents the primary deficit. 
The third term constitutes the so-called "stock flow adjust-
ment" which regroups the remaining factors which influence 
government debt. It includes the effect of the net accumulation 
of financial assets by the government, the consolidation for the 
holdings of government debt titles within the government sec-
tor, changes in the national currency value of foreign currency 
denominated debt as a result of exchange rate movements and 
minor statistical adjustments. 
The change in the debt ratio, after elimination of inflation, can 
be expressed in terms of real interest rate and real growth: 
Dt 
V, 
Dt-1 = PDt + (rt - gt) * Dt-1 + SFt 
Yt-1 Yt (I + gt) Yt-1 Yt 
where: r=real interest rate on government debt, 
g=real GDP growth 
(2) 
This allows to draw some interesting conclusions. The rela-
tive levels of the real interest rate and real GDP growth have a 
direct effect on the outstanding stock of government debt. 
When the real effective interest rate on government debt ex-
ceeds economic growth, the negative impact of interest pay-
ments outweighs the positive impact of real growth on the gov-
ernment debt ratio, and as a result an increase in the debt ratio 
is generated. 
GRAPH I : The dynamics of the Public Debt/GDP ratio 
(Inflation 2 %, real GDP growth 3 %, budget deficit 3 % ) 
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Source : Commission services. 
- 13-
When the real effective interest rate exceeds real GDP growth, 
the government must run a sufficiently large primary surplus 
in order to stabilise the government debt ratio. The difference 
between this debt-stabilising primary balance (second term on 
the right hand side in equation (2)) and the actual primary bal-
ance (first term on the right hand side of equation (2)) is called 
the primary gap. When the primary gap is negative, i.e. when 
the actual primary surplus is larger than the debt-stabilising 
surplus, the government debt ratio will decrease, provided that 
the stock-flow adjustment remains sufficiently small. 
The accompanying Graphs present the time path of adjustment 
towards the 60 percent of GDP value for the debt ratio under 
assumptions which are consistent with potential output growth 
of 3 percent and inflation of 2 percent per annum, and with a 
stable deficit of 3 percent of GDP (the reference value for the 
deficit criterion). Graph I shows that, with this deficit, reach-
ing the the 60 percent of GDP reference value for the debt ratio 
is an extremely long process. Furthermore, should the favour-
able assumption about nominal GDP growth fail to be realised, 
reaching the terminal debt objective will be achieved at an 
even longer time horizon. 
Alternatively, Graph II presents the path of adjustment under 
the same assumptions about nominal GDP growth but under 
alternative assumptions about budget deficits, and for an ini-
tial value of the debt ratio exceeding 100 percent of GDP. 
While with a 3 percent of GDP deficit the adjustment is ex-
tremely lengthy, a sustained deficit of 2 percent of GDP will 
make possible achieving the terminal value in half as much 
time. Moreover, with a sustained deficit of 1 percent of GDP, 
even highly indebted Member States would achieve a marked 
reduction in the debt ratio early in the next century. 
GRAPH II : Dynamics of the Debt/GDP ratio 
(Inflation 2 %, real GDP growth 3 %, alternative budget 
deficit) 
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TABLE 12: Estimates of primary gaps 
(difference between the debt-stabilising and the actual 
primary balance.in percent of GDP) 
1993 1994 1995 
B 3.6 -1.2 -1.4 
DK 2.8 -1.4 -2.2 
D 2.4 0.2 0.9 
GR 1.5 -1.4 -1.9 
E 6.0 3.1 1.2 
F 5.7 4.2 2.8 
IRL -4.1 -5.1 -4.7 
6.3 2.3 -I.I 
L* -2.1 -2.6 --0.8 
NL 1.4 -0.7 -0.6 
A 2.1 0.6 2.4 
p 3.6 1.7 0.1 
FIN 7.5 3.0 0.6 
s 13.3 6.3 1.6 
UK 5.7 4.0 2.7 
EUR 15 6.1 2.4 2.0 
Source: Calculation:,, based on the Commi:-..sion service.<. Autumn 1995 economic forecasts. 
the debt ratio; a primary gap of zero indicates that the actual bud-
get balance is sufficient to keep the debt level constant; finally, a 
negative primary gap implies that the debt ratio is being reduced 7. 
In 1993 the primary gap for all the Member States except Ireland 
and Luxembourg was positive, and in some cases substantial, im-
plying that the debt ratio would continue to grow. This unsustain-
able situation was reversed in 1994; half of the Member States im-
proved their fiscal position in that year and recorded primary gaps 
larger than necessary to stabilise the debt ratio. Further improve-
ments took place in 1995, with more Member States than in 1994 
having positive primary gaps. However, positive primary gaps 
persist in some Member States where the debt ratio has been 
above 60 percent of GDP and increasing. In Spain and Austria 
greater fiscal adjustment than actually achieved was necessary to 
halt the rise in the debt ratio, while in Finland a modest increase in 
the primary gap took place. Sweden has continued to experience 
a sustained deterioration in its debt ratio, but the reduction in the 
primary gap since 1993 has been impressive. 
While Member States are making progress in containing the 
growth of the debt ratio, at the same time in several of them (D, 
GR, E, F, NL, A, P, FIN, S, UK), and notwithstanding the fact that 
in some the debt ratio is below the 60 percent of GDP mark (D, F, 
UK), debt stabilisation has not been achieved, and it remains a 
first step in fiscal consolidation in those where the debt ratio is 
above 60 percent of GDP. In view of recent budgetary trends 
which have been inadequate in halting the rise and reversing the 
path of indebtedness, substantially greater than heretofore fiscal 
determination to reduce public debt in the Member States is nec-
essary. 
7 This holds tme only if there are no stock-flow adjustments which add to the 
outstanding stock of government debt. 
GRAPH 9a : Primary gap and debt ratio(*) 
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C. Convergence in long-term interest rates8 
C. I Recent developments in long-term interest rates 
Since 1994 the direction of nominal long rates in the European 
Union has been downward, except for in late 1994 and the first 
quarter of 1995, when turbulence in the international exchange 
markets and tensions in the ERM led to some upward swings in 
GRAPH 10 : Average of government bond yields in the EU 
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yields (see Graph 10). Falling long-term interest rates have wide-
ly been an international phenomenon originating from a slowing 
down in US growth, deflationary pressures in Japan and later also 
perceptions oflower inflationary pressures throughout Europe 
together with a more stable political situation in a number of EU 
countries. The average level of bond yields in the EU so far has 
fallen 80 basis points compared to the level at the beginning of 
this year, but at 8.2 % in September 1995 it remained consider-
ably above the lowest point of 6.7 % in January 1994. 
Falling long-term interest rates between January and September 
1995 were most evident in the countries with already low interest 
rates (see Table 13). Sweden and Greece were the only high inter-
est rate countries with a substantial reduction in interest rates. In 
Sweden, the firming of the commitment during the year to adjust 
the public finance situation and in addition its entry into the EU 
allowed the yield on long-term government bonds to decline by 
120 basis points. In Greece interest rates declined by 275 basis 
points, but interest rates continue to be very high. In the other high 
interest rate countries the yield reductions remained between 60 
(Portugal) and 110 basis points (Spain), while in the low interest 
rate countries reductions between 150 (Belgium) and 80 basis 
points (France) were observed. The strongest decrease was real-
ised by Finland, where long-term interest rates declined by 225 
basis points to 8 %. 
8 Analysis based on data up to September 1995. 
TABLE 13 : Recent evolution oflong-term interest rate 
monthly average of daily data 
Jan. 1995 Sept. 1995 change 
B 8.5 7.0 -1.5 
DK 9.1 7.8 -1.3 
D 7.6 6.6 -1.0 
GR 19.0 16.3 -2.8 
E 11.9 10.8 -1.1 
F 8.2 7.4 -0.8 
IRL 8.8 8.0 --0.8 
12.4 11.6 --0.8 
L 6.1 6.1 0.0 
NL 7.7 6.6 -1.1 
A 7.7 6.9 --0.8 
p 11.8 11.2 -0.6 
FIN 10.2 8.0 -2.2 
s 10.9 9.7 -1.2 
UK 8.7 7.9 --0.8 
Source: Commission service~. 
Except for Greece, where interest rates were on a steady down-
ward path, for the other high interest rate countries, interest rate 
convergence began deteriorating in the spring of 1995 under the 
influence of the unrest in the exchange markets which led to a re-
alignment of the Spanish peseta and the Portuguese escudo. Also 
the Italian lira and Swedish krona both sustained tensions and 
reached all-time lows against the German mark of 1275 LIT (3 
March) and 5.43 SKR (23 April). The exchange market turbu-
lence drew attention to the underlying fundamentals which are 
difficult to redress in some Member States. As the credibility of 
the economic policies of the authorities was not firmly estab-
lished, the risk premium on long-term government bonds in-
creased in the Spring. 
Spain, Italy, Portugal and Sweden were able to recuperate some of 
the lost ground from the second quarter onwards, but interest rate 
differentials against the DM in September 1995 continue to be 
above those observed throughout most of 1994. Long-term in-
terest rate differentials were wider than 400 basis points for Spain, 
Italy and Portugal, while the differential for Sweden was 310 ba-
sis points. In Greece, the interest rate differential with Germany 
fell below 10 %, coming from almost 13.5 % in the beginning of 
1994. 
C.2 Standstill in interest rate convergence 
According to Article 109j of the Treaty and the protocol related to 
that Article, a Member State is convergent on long-term interest 
rates if the average nominal long-term bond yield, over the pre-
ceding 12 months, does not exceed by more than 2 percentage 
points a reference rate determined by at most the three best per-
forming Member States in terms of price stability. Measured by 
the average rise in consumer price indexes the best performing 
Member States with respect to inflation in the 12 month period up 
until September 1995 were Belgium, France and Finland, with 
long-term interest rate levels of respectively 7.7 %, 7.7 % and 
9.3 %. Thereby, these three countries together determine the ref-
erence rate (see Table 14; annex A gives further details). These 
three countries did not have the lowest average interest rates over 
the preceding 12 months; Germany, the Netherlands and Austria 
(leaving aside Luxembourg which does not have comparable in-
terest rates, see Table 14) were the three Member States with the 
lowest interest rates (see Graph 10). 
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TABLE 14: Long-term interest rate convergence in the Member 
States 
average.<. of daily data 1993 
yearly average 
1994 1995 1 
Three best price performers, measured by the consumer price index 
B 7.9 
DK 7.2 7.9 
F 7.2 7.8 
IRL 7.7 7.9 
FIN 9.4 
UK 7.3 
reference value2 9.4 9.7 10.4 
-- - --




3 best price performers 
dispersion from av. of 3 best 
p. p.' 
1 Oct. 1994 to Sept. 1995 
-- -- --
8 8 10 
12 12 15 









the refi:rencc value i~ the unwe1ghted anthmctic average of the interest rates given by the three best 
performrng Member State:-. 1n terms of price stability plus 200 basis points; in 1993 and 1994 the 
calculation~ are ba~ed on 12 Member States, while in J 995 the 3 newcomers are rncluded. 
-:; mcm,ured by the .<.tanJard deviation arounJ the average of the 3 best price performer.<. 
GRAPH 11 : Interest rate convergence 
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The Treaty does not say exactly how the reference value for asses-
sing interest rate convergence should be calculated. As a starting 
point the unweighted arithmetic average of the interest rate of the 
three best performers in terms of inflation could be used (see Box 4). 
This gives I 0.4 % as a reference value (8.4 % plus 2 % ). Accord-
ing to this calculation, in September 1995 five Member States did 
not fulfil the interest rate criterion: Greece, Spain, Italy, Portugal 
and Sweden. Apart from the new Member State (Sweden), this 
represents a status quo compared to September 1994 (see graph 
9), when the same countries were not respecting the criterion. 
Closer examination of the evolution oflong rates leads to a certain 
qualification of this standstill and, on average, interest rate con-
vergence deteriorated somewhat. An overall measure for this is 
the increase of the dispersion9 around the reference value from 
I.Sin 1994to2.0in 1995(seeTable 14). Underlying this overall 
measure is a broadly similar evolution in some of the divergent 
and convergent Member States. 
First, the divergent Member States, with the exception of Greece, 
moved further away from the reference value, as can be seen in 
Graph 10, which also shows that the deterioration mainly hap-
pened in the Spring of this year. Compared to September 1994, 
the interest rate convergence gap ( difference between average do-
mestic interest rate and reference value) widened for Spain, Italy 
and Portugal to respectively 1.1 % (0.2 % ). 1.9 % (0.8 % ) and 
1.3 % (0.7 % ). Furthermore, Sweden which fulfilled the criterion 
in the beginning of the year (see Graph 10) is not anymore in that 
position. Greece, however.was able to reduce the interest rate 
convergence gap from 11.4 % to 8.0 %, but it remains the most 
divergent Member State 10. 
Second, also within the group of convergent countries develop-
ments in recent months have been unsatisfactory, since dispersion 
has increased. This happened mainly on account of the entry of 
Finland, which, despite strongly falling long-term interest rates, 
continues having a relatively wide interest rate differential. 
While the spread between the lowest interest rate (Germany: 
6.5 %) and highest interest rate (Denmark 7.2 %) of the conver-
gentMember states was 0.7 % at the time of the previous Conver-
gence Report, it widened to 2.3 % (= 9.4 % - 7.1 %, determined 
by Finland and Germany). But even leaving Finland aside, the 
spread widened to 1.5 % (= 8.6 % - 7.1 %, determined by Den-
mark and Germany). A welcome development was that Austrian 
long-term interest rates entered the picture at the lower end of the 
convergent countries. 
An important consideration in reviewing interest rate conver-
gence is that sufficient attention ought to be given to outliers (see 
Box 4). This could imply that the starting point for the analysis 
(based on a reference value calculated as the average of the three 
best) may be qualified. Finland represents the characteristics of 
an outlier in the sense that it has a low inflation rate, while it is 
faced with relatively high interest rates. If the reference value is 
calculated leaving Finland outside the sample, the assessment 
does not radically change: the number of non-convergent Mem-
ber States remains the same and, most important, Finland remains 
a convergent Member State. However, this calculation method 
makes the interest rate convergence gap wider for Greece, Spain, 
Italy and Portugal; it would also affect the moment at which Swe-
den would have breached the interest rate reference value (see 
Graph 10). 
9 Note that in 1994 the sample was composed of 12 Member States, which in-
creased to 15 in 1995 implying that on average the three newcomers to the EU 
did not decrease dispersion. 
10 Greece is also divergent in the sense that it does not have comparable long-
term interest rates due to the high inflation environment. which prevented the 
emergence of a fixed interest rate long-term government bond market. 
GRAPH 12 : The evolution of interest rate convergence 
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C.3 Explanatory factors and assessment 
Of the divergent Member States only Greece was able to make 
considerable progress with interest rate convergence, but the in-
terest rate convergence gap remains wide. Spain, Italy, Portugal 
and Sweden moved somewhat away from the reference value in 
1995. There are several factors underlying this development. 
First, exchange market unrest can probably be singled out as the 
principal contributor to the widening of interest rate differentials. 
When the German mark strengthened against the dollar in Janu-
ary 1995 this Jed to exchange market turbulence, with sensitive 
currencies falling against the German mark and their long rates 
rising, despite falling - because of better inflation prospects -
long-term interest rate in Germany. This suggests that the ex-
change rate risk premium may have increased. 
Second, the high interest rate countries are characterised by still 
high public deficits: in 1995 they have the five highest deficit/ 
GDP ratios ranging from 5.6 % (Portugal) to 9.5 % (Greece). De-
spite the strong commitments made for government deficit con-
solidation, credibility has not yet been firmly established and 
markets have imposed an increased credit risk premium. 
Third, the worsening inflation outlook has played a role in Italy 
and Sweden and so did the stubbornly high inflation in Spain. The 
declining inflation rate in Greece contributed to the better interest 
rate performance. In Portugal, the recently rapidly decreasing 
rate of consumer price inflation has not yet had an effect on long 
rates but constitutes a promising development for the future. 
The somewhat disappointing developments in interest rate con-
vergence in some of the converging countries are more difficult to 
explain solely in terms of inflation or public finances. As for the 
non-convergent Member States unrest in the exchange markets 
can be identified as the trigger, but the underlying fundamentals 
of the convergent Member States on the whole were less critical. 
In Ireland and the United Kingdom the widening of interest rate 
differentia ls can be attributed to the acceleration of inflation, but 
this occun-ed against the background of better growth prospects 
(particularly in Ireland). The widening of nominal interest rate 
differentials could possibly reflect relatively higher rates of re-
turn. In Denmark and France inflation was particularly low and is 
expected to continue to be so. While in Denmark the government 
deficit is also low, in France financial markets were unsettled by 
uncertainties about prospects for fiscal consolidation. In Member 
States, both convergent and non-convergent, which improved 
their interest rate performance, EMU is also likely to have played 
a role as an additional explanatory factor. Finland and Sweden, as 
newcomers, accepting for the first time the EU monitoring proce-
dures (convergence prograrnmes, excessive deficit procedure, 
mult ilateral surveillance), benefited from the disciplinary effect 
related to the EMU-conditions in reducing interest rate differen-
tials. 
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Box 4: Data and reference value for the interest rate convergence criterion 
Data 
According to Article 4 of the Protocol on the Convergence cri-
teria "Interest rates shall be measured on the basis of long-
term government bonds or comparable securities, taking into 
account differences in national definitions." According to Ar-
ticle 5 of the same Protocol the Commission shall provide the 
statistical data for the application of the interest rate conver-
gence criterion. In agreement with the European Monetary 
Institute, which has a comparative advantage in the analysis of 
financial statistics and has advised the Commission on the is-
sue, interest rates with the following characteristics were 
deemed the most appropriate for the examination of the inter-
est rate criterion: 
- maturity: residual maturity close to I O years (9 to 10.5 
years) 
issuer: Central government (in Germany including Treu-
handanstalt) 
- choice of bonds: liquidity is the main selection criterion; 
the choice between a single benchmark or the average of a 
sample should be based on this requirement; most (10) 
Member States choose a benchmark (B, DK, F, IRL, L, NL, 
AUS, FIN, SW, UK), while four Member States choose an 
average (D, L ESP, P) 
- aggregation: simple average should be used if there is more 
than one bond in the sample 
- gross of tax 
- yield calculation: ISMA-formula for yield to maturity 
- coupon: fixed 
In Greece, in the absence of a long-term capital market a bond 
with an original maturity of 5 years was selected. Its coupon is 
indexed to the 12-month treasury bill and adjusted yearly. 
Contrary to the other Member States where daily quotations 
are available, an end of month figure is used. 
D. Exchange rate stabiJity 
D. I Developments in the ERM 
Exchange rate tensions at the international level early in 1995 
contributed to an increase in volatility among EMS currencies 
and tensions emerged within the ERM. The US-Japan trade fric-
tions and the financial crisis in Mexico were the main factors that 
led to a pronounced weakening of the dollar and fuelled, together 
with country-specific situations in a number of European coun-
tries, a general strengthening of the German mark in Europe. Of-
ficial interest rates were raised in most EU countries both inside 
and outside the ERM but continued pressure caused the Spanish 
peseta and the Portuguese escudo to devalue by 7 and 3.5 percent 
respectively on 6 March, with the realignment initiated at the re-
quest of Spain. 
Exchange rates in the EU did not stabilise following the realign-
ment. In mid-March expectations for a interest rate cut in Germa-
ny were frustrated and the tensions emerged once more with the 
British pound, the Irish punt and the Italian lira most effected. 
However, in late March interest rates were lowered in Germany 
and in a number of other European countries with relatively 
The present evaluation of the long-term interest rate criterion 
is based on partially harmonised long-term interest rates, rep-
resenting the above characteristics. At the time of the ex-
amination for three Member states data were missing on the 
agreed harmonised basis and the Commission used the follow-
ing statistics which broadly correspond to the required charac-
teristics (except in the first case): 
Luxembourg: interest rate on actively traded outstanding 
bonds, average maturity 4 years; due to the low public debt 
of Luxembourg trading in the newly created I 0-year bond 
market is limited and data availability poor 
- Austria: JO-year benchmark bond (actually 6.875%: 
05/2005) 
- Sweden: JO-year benchmark bond (actually 6.00%; 
02/2005) 
Reference value 
According to the same Article 4, the criterion on the conver-
gence of interest rates "shall mean that, observed over a period 
of one year before the examination, a Member State has had an 
average nominal long-term interest rate that does not exceed 
by more than two percentage points that of, at most, the three 
best performing Member States in terms of price stability." 
The Treaty is unclear on the calculation of the reference value. 
As a starting point the unweighted arithmetic average interest 
rate of the three best performers in terms of price stability is 
used in this examination of the interest rate criterion. Howev-
er, the wording in the Treaty ("at most") permits another cal-
culation, presumably because enough flexibility had to be pre-
served to allow for an adequate treatment of outliers. There-
fore, in the text one alternative calculation for the reference 
value, based on the simple average of just two interest rates, i~ 
also presented. 
strong currencies. This contributed, together with a more stable 
US dollar, to a stabilisation of foreign exchange markets interna-
tionally and allowed for a partial recovery of European currencies 
against the German mark. Political uncertainty and other country 
specific factors continued to be reflected in some currencies 
through April. 
In the months through to August, a strengthening of the US dollar 
and a more stable political and economic environment in Europe 
added to fostering exchange rate stability in the EU. However, 
this changed in September. Renewed weakening of the US dollar 
had an important impact on European currencies and spurred ex-
change rate volatility. Economic and political factors in some Eu-
ropean countries together with general uncertainty about the 
EMU led, once again, to exchange rate instability. 
On the whole, in 1995, one of the key factors explaining the ex-
change rate volatility in Europe seems to be the marked depreci-
ation of the US dollar against the Japanese yen and the German 
mark. However, uncertainties about the resolve and ability of 
governments to adhere strictly to planned fiscal consolidation and 
convergence programmes, and thereby the prospects for EMU, 
appear also to have played a key role. 
-19-
Graph 13 shows the volatility of exchange markets within the 
ERM grid since the end of 1993. After a period of relative calm, in 
1994, spreads widened early in 1995 and this became particularly 
pronounced in late February when the maximum spread reached 
its highest level at 12.30 percent. Prior to the realignment the 
spread was just below 12 percent and declined to 7 .05 percent af-
ter March 6 but widened again to over 10 percent by mid-March. 
The spread came down with the stabilisation of international for-
eign exchange markets in the end of March. However, even then 
the grid spread continued to reflect an underlying sensitivity of 
exchange rates among ERM currencies and remained wider than 
in 1994 until the Summer 1995. 
The easing of tensions was notable between June and mid-Sep-
tember as the appreciation of the US dollar contributed to the 
strengthening of many ERM currencies against the German mark, 
which brought the ERM grid spread down to as low as 3.2 percent 
by mid-September. Subsequently, the sharp fall of the dollar and 
concern over EMU caused a widening of the spread. This reached 
8% on 23 October before falling back to 6% at the end of October. 
The evolution of the individual currencies in the ERM is illus-
trated in Graph 14. The Spanish peseta was at or close to the low-
est place until the realignment; it remained at the bottom for a 
short time after the realignment, followed by the Irish punt; subse-
quently, it recovered to levels prevailing prior to the devaluation. 
The Irish punt had been strong in the band, but with the renewed 
tensions in March it took the lowest position; it maintained that 
position throughout the year, except for the period from mid-May 
until end-June when the French franc was weaker. The Portu-
guese escudo was low in the band until April 1994; subsequently, 
it recovered and has been sustaining a comfortable position in the 
band. The Dutch guilder, followed by the Belgian franc, has 
maintained the strongest position in the ERM throughout the period. 
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Source: Commission services. 
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GRAPH 15 : Stability of exchange rate vis-a-vis the DM: 13-week moving coefficient of variation, January 1993-September 1995 
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Source: Commis.',ion services. 
On 9 January 1995, the Austrian schilling joined the ERM. The 
currencies of the other new Member States, Sweden and Finland, 
as well as the Greek drachma, remained outside the ERM; the 
British pound and the Italian lira did not re-enter. However, dur-
ing the summer, in a period of relative calm in the foreign ex-
change markets and against the background of improving funda-
mcntal sin Italy, expectations emerged for a re-entry of the lira in 
the near future; this contributed to a temporary strengthening of 
the currency. 
The stability of exchange rates may be considered in terms of the 
coefficient of variation of exchange rates 11 . This is presented in 
Graph 15 for Member States, inside and outside the ERM. The 
data show that. in the first months of 1995, the pound sterling, the 
lira. the drachma and the Swedish krona displayed volatility not 
only higher than in 1994 but also greater than in the Summer of 
1993; the Finnish markka was more stable. Among the ERM cur-
rencies, volatility increased in early 1995, after a year of relative 
calm; however, the variation was generally smaller than in the 
Summer of! 993, with the exception of the Irish punt. 
D.2 Exchange rate stability and short-term interest rates 
Policy efforts to counter the pressures on the exchange rates and 
the relevant risk prcmia have meant that exchange rate turbulence 
I I The coefficient of variation. which was defined in footnote 4, provides a 
normalisation of the exchange rate changes around the average of the data and, 
consequently. permits cross-<:urrency comparisons. 
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was in many cases transmitted to short-term interest rates in the 
period under consideration. Table 15 presents the stability of ex-
change rates and short-term interest rates. 
In the first nine months of 1995 volatility of exchange rates 
against the ECU increased compared with 1994 for all Member 
currencies, except for the Portuguese escudo, Finnish markka and 
the Greek drachma. Volatility against the German mark provides 
a mixed picture. 
Exchange rate volatility against the German mark increased in 
most cases in 1995. compared to the relative stability recorded in 
the previous year. However. the currencies traditionally record-
ing the lowest variations against the German mark. i.e. the Bel-
gian franc, the Dutch guilder and the Austrian schilling, main-
tained or even reduced their variation. In addition, the Greek 
drachma and Finnish markka improved their stability. In all other 
EU currencies, the effects of the turbulence in 1995 arc clearly 
visible as an increase in volatility. 
The increase in exchange rate volatility in non-ERM countries 
has taken place at the same time as short-term interest rate differ-
entials against Germany generally. except in Greece. have in-
creased. Also in Finland, where exchange rate volatility was low-
er, the interest rate differential increased. Within the ERM there 
has been an increase in interest rate differentials for France, 
Spain, Ireland and Denmark but these differentials were lower or 
stable for Belgium, Portugal and the Netherlands. Generally. in 
those countries where exchange rate volatility increased between 
1994 and 1995, short-term interest rate differentials against Ger-
many in most cases also increased. Conversely, differentials fell 
in the countries with decreasing exchange rate volatility. 
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TABLE 15 : Stability of exchange rates and short-term interest 
rates 
Coefficient of variation 
of exchange rate 
Short-te1m interest rate 
differential 
against the OM 
stand. 
against ECU against OM 
1994 1995(1) 
average deviationt 
1994 1995(1) 1994 1995(!) 1994 1995(1) 
B 0.76 0.92 030 0.17 0.48 0.45 0.37 0.46 
DK 0.43 1.13 0.49 1.04 0.91 1.71 0.43 0.55 
D 0.57 0.94 
GR 1.93 0.90 2.44 1.59 19.24 12.00 9.68 0.95 
E 0.67 1.79 1.06 2.37 2.70 4.71 0.21 0.62 
F 0.33 0.66 0.42 1.14 0.54 2.08 0.12 0.93 
IRL 0.94 1.17 1.38 2.04 0.58 1.86 0.31 0.43 
2.18 4.35 2.65 5.26 3.15 5.64 0.56 0.93 
NL 0.59 0.96 0.12 0.08 -{).12 -{).09 0.26 0.17 
A 0.53 0.94 0.(l4 0.()4 -{).27 -{).17 0.18 0.12 
p 0.85 0.32 0.82 0.9., 5.83 5.51 1.44 0.55 
FIN 3.14 1.51 2.88 1.6() 0.05 1.36 0.66 0.36 
s 2.04 2.37 2.45 3.19 2.37 4.21 0.63 0.69 
UK 1.85 2.15 2.36 2.87 0.20 2.09 0.59 0.39 
, l J Januar~ - September !995 
Soun e Cummis.,ion ~en ice~ 
III. Other aspects of convergence 
This section reviews developments in three areas which the 
Treaty requires should also be considered in evaluating conver-
gence. These are: the situation and developments in the current 
account; developments in the ECU; and results of the integration 
of markets; in the latter section two areas are discussed: integra-
tion of financial markets. and economic integration and the inter-
nal market. 
1. The situation and developments in the current account 
The imp011ance of the current account in the present financial en-
vironment of the Union has been changing. No Member State is 
pursuing current account targets; on the contrary, the state of the 
current account is primarily seen as reflecting, in the short run, do-
mestic absorption relative to domestic production and, in the long 
run, trends in domestic savings relative to opportunities for in-
vestment in the domestic economy. Moreover, all the Member 
States have abolished exchange controls, and international capital 
mobility is unrestricted while financial integration has notably 
progressed. As a result, the financing of current account deficits 
and the recycling of surpluses is efficiently performed through the 
process of international intermediation. 
The Union as a whole has recorded small current account deficits 
in 1991 and 1992, its current account was in balance in 1993 and 
in 1994, and a small surplus emerged in 1995. In 1994 and 1995 
eight Member States (B. DK, F, IRL, I, L, NL, FIN) recorded cur-
rent account surpluses. and in Spain the deficit as percent of GDP 
has been reduced substantially between 1991 and 1994. The co-
hesion Member States (GR, E. IRL, and P) would be expected to 
record balance of payments deficits, a reflection of the catching-
up process. This has indeed been the case, with the exception of 
Ireland. where the investment ratio has been lower than in the oth-
er catching-up Member States. 
Persistent surpluses are shown by Belgium, Denmark, France, 
Ireland, Luxembourg. and the Netherlands. On the other hand, 
the increased need for international savings, associated with the 
unification needs, is reflected in Germany's current account defi-
cit, which in 1995 had declined to around I percent of GDP. Over 
TABLE 16: Current account balance (percent of GDP) 
1991 1992 1993 1994 1995 
B 1.7 2.1 3.9 4.3 5.0 
DK I.I 2.5 2.9 2.0 1.5 
D -1.l -1.2 -0.9 -1.3 -1.0 
GR -6.2 -4.0 -3.3 -2.5 -2.7 
E -3.6 -3.6 -1.3 -1.8 -1.3 
F -0.5 0.1 1.0 I.I 1.3 
IRL 2.0 3.3 4.9 5.1 6.0 
-1.8 -2.3 1.2 1.8 1.9 
L 24.9 26.4 20.6 30.0 29.6 
NL 3.4 3.1 4.4 4.4 4.8 
A 0.0 -{). I -0.5 -1.0 -1.8 
p 
-1.9 -1.9 -2.1 -1.4 -1.4 
FIN -5.4 -4.6 -1.3 I.I 3.6 
s -2.1 -3.1 -I.I -0.6 1.6 
UK -2.7 -2.6 -2.3 -2.2 -1.2 
EURI5 -1.3 -1.2 0.0 0.1 0.5 
Sourci:': Comm1ss10n :-,en ice:-. Autumn 1995 econonrn.: forecast<, 
all, it appears that the easing of fiscal imbalances since 1993 and 
the general rise in gross national saving in GDP in virtually all the 
Member States is broadly mirrored in the improvement in the cur-
rent account. 
The current account positions recorded since 1993 are not atypi-
cal of, and they in fact represent an improvement over, the histori-
cal data for the Member States. Although there have been 
instances where some Member States have encountered difficul-
ties in financing external deficits (most notably in the case of 
Greece where twice over the past ten years, in 1985 and in 1991, 
Community balance of payments assistance was granted to avert 
a balance of payments crisis) these have occurred prior to the 
1990s. With the essentially full integration of the Member States' 
financial markets with the international financial system and the 
easing of external imbalances, there appears to be no presumption 
that these deficits would be inconsistent with nominal conver-
gence. 
2. Developments in the ECV 
Since the height of primary ECU bond market activity in 1991. 
the market has suffered from problems in the ERM in September 
1992 and in July/August 1993; at the same time. increasingly 
EMU-related matters have come to play an important part in 
forming market perception of the ECU. During 1994 and 1995 
primary issue activity remained depressed, partly as a result of 
volatility in the currency markets, but also due to the a general 
weakness in the primary bond markets, and due to uncertainty 
over the feasibility of EMU. This set of circumstances has under-
pinned, throughout 1994 and 1995, the modest decrease in ECU 
issuing activity. In the past maturing paper provided opportuni-
ties for primary issue activity; however, in recent months not all 
funds released by maturing paper have been reinvested in ECU. 
With the market over-reliant on reinvestment funds the likeli-
hood for an increase in issuing activity is slight. 
During 1994, bond issues denominated in ECU were slightly low-
er than maturing paper with the result that the stock of outstanding 
debt in ECU declined by 0.7 percent to ECU 135.2 bn (excluding 
Greek ECU-linked bonds) compared to a historic peak of ECU 
140 billion stock outstanding in 1993. In the first six months of 
1995 there were periods during which there were no or few issues 
in ECU; however, demand for ECU from institutional investors 
progressively increased reflecting demand from professional 
curve trading and secondary swap activity. End users of ECU 
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have contributed little to this demand. The ECU bond market 
continued to contract further in 1995. Issues ofECU bonds dur-
ing the first six months of 1995 came to ECU 8.2 bn compared 
with ECU 13.4 bn over the same period in 1994. With ECU 13.4 
bn of maturing paper the stock of outstanding ECU denominated 
debt fell to ECU 129.9 billion by the end of June 1995. 
In the secondary market, average turnover in ECU bonds rose in 
value terms by 16 percent in 1994, returning to its 1992 level, and 
in the first six months of 1995 it registered a rise of 3 percent. 
Nevertheless, as a percentage of total secondary market turnover 
the ECU declined from 5.6 percent of the total in 1993 to 5.2 per-
cent in 1994 and 4.6 percent in June 1995. In recent years, the de-
velopment of secondary turnover in ECU assets has been less ro-
bust than that exhibited by certain other currencies. The ECU has 
not regained the activity lost in the aftermath of the difficulties in 
the exchange rate mechanism in 1992 and 1993, and current turn-
over is still some 20 percent lower than at the end of 1992. 
While bond market performance has been modest, other ECU 
markets have performed well. The approximate measure of com-
mercial and financial activity provided by the daily average turn-
over in the EBA ECU Clearing System has shown consistent 
growth, reaching ECU 50. l bn during 1994, a year on year in-
crease of 5.4 percent. and ECU 49.8 bn during the first half of 
I 995. a growth of 3 percent over the average daily turnover in the 
previous six months. 
During 1994 it was agreed that the Commission, in conjunction 
with the EML would carry out a study of the ECU flows passing 
through the ECU Banking Association's private ECU Clearing 
System. The preliminary findings of the study suggest that com-
mercial ECU payments arc in the region of ECU 50 billion to 
ECU 75 billion. 
3. Results of the integration of markets 
3.a Integration of Financial Markets 
The interaction of capital liberalisation, deregulation of domestic 
financial markets and financial innovation has led to considerable 
changes in international capital flows and the structure and beha-
viour of financial markets in the Union. 
Capital Movements 
The Treaty on European Union introduced a new regime in regard 
to capital movements and payments as from I January 1994. 
Freedom of capital and payments is now a directly applicable 
right under the Treaty. Also under the new regime, the obligation 
for liberalisation was extended, with limited exceptions, to trans-
actions with third countries. 
The last Member State with a derogation from the general obliga-
tion to permit free movement of capital, Greece, lifted, with effect 
from 16 May 1994. all remaining restrictions on the movement of 
capital which that Member State was authorised to maintain until 
30June 1994. Consequently a regime of free movement of capital 
is now in place throughout the Union. According to the Commis-
sion's monitoring of the movement of capital and the freedom of 
payments within the Union, progress has been, in general, satis-
factory. Community law on capital movements has been trans-
posed by Member States and transitional derogations have 
lapsed. 
Free mobility of capital has provided the conditions for progress 
towards integrating national financial markets to the benefit of the 
users of financial services and of the European financial industry. 
Cross-border flows of capital within the Union. as well as capital 
inflow from third countries have risen considerably in recent 
years. These capital movements include direct investment, moti-
vated mainly by industrial and commercial considerations of 
companies in the unified European market. as well as portfolio in-
vestment. principally attracted by the opportunities offered by 
government bond markets. 
Indirect obstacles to capital movements remain. however. in 
some areas. Such impediments can take the form of constraints 
on investment abroad by institutional investors not justified by 
prudential considerations. tax discrimination not compatible with 
Community law, rules concerning the issue of securities. the 
transfer of means of payments and other. The Commission has 
taken action in order to eliminate such impediments. 
Financial Markets: changes in structure, behaviour, and 
competitive conditions 
The degree of integration of financial markets in the European 
Union and their effects on the users of financial services and on 
the financial industry itself are the subject of ongoing studies be-
ing undertaken on behalf of the Commission, the results of which 
are expected to be known by mid-1996. Also. important Com-
munity legislation such as the third generation of insurance direc-
tives and investment services directives has been introduced only 
recently and it is thus somewhat early to assess their full effect. 
However, the existing evidence allows the identification of sever-
al common trends regarding the Union's financial markets. 
The massive flows of portfolio capital give a measure of the in-
tegration and globalization of markets and reflect also profound 
changes in the structure and behaviour of financial markets. The 
most notable examples of such structural change are the phenom-
ena of"securitization'' (the wide range of financial assets that can 
be readily traded) the dominant position of institutional investors 
and the increasing internationalisation of portfolios. 
The world-wide trend of financial market integration and m-
ternational di versification of portfolios has been much more pro-
nounced in the Union. The Single Market programme. harmo-
nised minimum rules for the financial services industry and 
progress toward EMU have been important contributing factors 
to these developments. The overwhelming importance of portfo-
lio capital flows in the European Union is an indicator of a high 
degree of integration (gross flows of portfolio capital in Union 
countries accounted in 1993 for around 80 percent of the indus-
trial countries' total; data for 1994 point to lower but still sizeable 
shares). 
The growth of portfolio investment capital reflects also the in-
creasing sophistication and attractiveness of national equity and 
bond markets. notably government bond markets. The need to tap 
the international market also had beneficial effects on domestic 
financial markets: extensive reforms have been introduced and 
the liquidity. transparency and efficiency of the markets were im-
proved. A substantial share of portfolio capital investment in the 
Union appears to reflect the increased acquisition of government 
paper by non-residents. 
The rapid growth of derivatives activity over the past decade has 
been one of the most noteworthy economic and financial develop-
ments world-wide, but also within the Union. Derivatives have 
an impact on, and interact with, the free mobility of capital, thus 
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enhancing the integration of financial markets: the availability of 
a whole range of instruments for the management of financial and 
foreign exchange risks has encouraged international portfolio di-
versification while, on the other hand, massive cross-border 
flows of funds generate a growing use of financial derivatives for 
risk management purposes. 
Intensified competition has been a common feature in all national 
financial markets as well as between financial centres within the 
Union. A result of this development was the availability of a 
much wider range of financial instruments to the users of finan-
cial services for borrowing, investing and risk management pur-
poses. Interest rate spreads narrowed and the profit margins of 
financial institutions and traders diminished in several market 
segments. The effect of these developments on the cost of finan-
cial services for each particular market (wholesale, retail) and 
market participant requires however a more refined analysis 
which will be the subject of the research already being undertaken. 
The restructuring of bank operations through the reduction of op-
erational costs, the re-orientation of activities and mergers have 
also been common features of financial institutions in the Union. 
The increased number of mergers, already in anticipation of the 
Single Market, aimed at rationalising costs, strengthening com-
petitive positions in the domestic and the European market and in 
achieving an optimum size in terms of economies of scope and 
scale. There was also a general effort by banks in the Union to 
strengthen their capital base in view of the new capital adequacy 
requirements of Community legislation. 
3.b Economic integration and the internal market. 
In September 1995, the global rate of transposition of White Pa-
per directives in the Member States, including the three new ones, 
was 92.5 percent. However. as shown in Table 17, this conceals 
important differences between Member States, with Denmark 
having transposed 99.1 percent of these directives and Austria 
and Greece having transposed 80.5 percent and 89.6 percent, re-
spectively. Concerning the situation by sector, performance also 
differs widely; while directives on excise duties or transport are 
transposed completely, the implementation of public procure-
ment or company law directives remains approximately 80 per-
cent. 
TABLE 17 : State of implementation of White Paper directives 
















S011rce· Rcpnrt un the impkmcntat1on of White Paper directt\.c~ on the compktion of the Internal 
Markct. ~ituat1un on Scpkmhcr 20. J 995 
In the context of the 1996 Internal Market review exercise, the 
Commission is currently examining various indicators measuring 
the degree of economic integration attained to date as a result of 
the Internal Market Programme. These indicators concern trade 
developments, foreign direct investment and price convergence. 
Trade indicators of economic integration 
When the Internal Market Programme was launched. it was ex-
pected that the removal of trade barriers would translate into an 
increase in trade flows within the Union. Graph 16 compares the 
evolution of intra-Union imports with total Union imports be-
tween 1960 and 1994. Between 1960 and 1972 the intra-Union 
share of imports rose from 37 .9 percent to 58.7 percent. After a 
sharp decline in 1973, this share stabilised at around 55 percent 
until 1984. Between 1984 and 1986 the share of intra-Union im-
ports in total imports increased by almost 7 points (from 56 per-
cent in 1984 to 62.4 percent in 1986) and then remained stable at 
around 63 percent. While data for 1993 and 1994 are not directly 
comparable with earlier ones ( due to the introduction of the new 
reporting system of intra-Union trade statistics), it is evident that 
there may have been an impact on intra-Union imports between 
1985 and 1988 associated with prospects for the Internal Market. 
However, other cyclical and structural factors have undoubtedly 
also played a role in determining these developments. A principal 
goal of the studies under way is to isolate the Internal Market ef-
fect. Indicators for trade creation and trade diversion, as well as 
for intra-industry flows, which are currently being developed, 
will be essential in the assessment of progress in economic in-
tegration. 
GRAPH 16 : The share of intra-EUR 15 imports in total im-
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66 70 74 78 
Source: AMECO databank 
82 86 90 94 
Foreign direct investment as an indicator of integration. 
There has been a broad consensus that creating the Internal Mar-
ket would stimulate foreign direct investment, both between 
Member States and from outside the Union, for at least two rea-
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sons: firstly, because it would have a positive impact on the ma-
croeconomic performance, and therefore wealth, of the European 
Union: and, secondly, because it provides firms with the possibil-
ity to concentrate on "core" activities whilst expanding their geo-
graphic range. Exploiting either of these requires significant in-
vestment. 
GRAPH 17 : Share of intra-EUR12 foreign direct investment (FDI) 
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Graph 17 shows the share of intra-Union foreign direct invest-
ment in the total received by Union countries between 1984 and 
1991. Intra-Union direct investment increased from 41.3 percent 
of total direct investment in 1984 to 57.4 percent in 1986. After 
that year the share has fluctuated between 50 and 60 per cent. 
Such direct investment flows are closely associated with the level 
of total trans-border acquisitions throughout the Union. These 
built up in 1987 and 1988, nearly tripled in 1989, and then rose in 
1990, when the number of such mergers was four-and-a-half 
times the level of 1986-1988. Since then, activity has slowed 
down, which might be suggesting that the bulk of the initial pro-
duction rationalisation possibilities opened up by the Internal 
Market programme has now been exploited. Studies under way 
on the impact of the Internal Market Programme on direct invest-
ment flows will review this. 
Indicators of convergence of prices 
The removal of barriers to trade and the free mobility of goods, 
services and factors of production was expected to increase com-
petitive pressures, thereby reducing prices paid by consumers and 
price-cost margins. This increased pressure was expected to be a 
powerful means to make prices converge to levels more consis-
tent with economic and technical efficiency. 
Examination of these sets of indicators will provide a good basis 
to determine the degree of market integration attained to date and 
it will help identify the obstacles or forces hindering market in-
tegration in Europe. 
3 January 1996 
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ANNEX A: INTEREST RATE AND CPI STATISTICS 






























































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































Long-term interest rates (monthly averages of daily rates) 























































































































































































































































































































































































































































































































































































































































































































































































































































































































































2. I I The central bank reduces its central rate from 4.05% to 4% and the 
rate on advances within the ceiling from 5.30% to 5.25%. 
22. I 1 The central bank reduces its central rate from 4% to 3.95% and the 
rate on advances within the ceiling from 5.25% to 5.20%. 
Denmark (DK) 
8. JI The central bank reduces its discount rate by 25 basis points to 
4.75%. The repo rate is cut by 15 basis points to 5.15%. 
23.11 The repo rate is cut by 15 basis points to 5.00% 
29.11 The government reaches an agreement with the conservative party 
on the 1996 budget law, which will reduce central government net bor-
rowing and introduce tighter eligibility rules for unemployment bene-
fits. 
Germany (D) 
10.11 The Bundestag approves the Federal budget for 1996: expenditure 
is set at DM 451.3 billion. 1.4% less than in 1995, while the deficit in-
creases by DM 10 billion to just under DM 60 billion. 
Greece (GR) 
30.11 The 1996 budget is presented to Parliament: the target for the cen-
tral government deficit is set at 8.7% of GDP, down from 10.2% of GDP 
in 1995. while a primary surplus is projected at 3.2% of GDP (2.6% of 
GDP in 1995). The proposed fiscal adjustment of 1.5 percentage points 
of GDP will come mainly from lower debt servicing costs (down 0.9% of 
GDP), while the improvement in budget revenues (up 1.5% of GDP) will 





2. Jl The Bank of France cuts its 24-hour lending rate to 6.60% from 
7.00%. 
9. JI The Bank of France reintroduces its five-to-ten day lending rate 
and reduces it from 6.60% to 6.35%. 
15.11 The government adopts additional measures to keep the central 
government deficit at the level set by the Supplementary Finance Law 
for 1995 (i.e. 4.15% of GDP): non-tax revenues will be increased by 
FF 18 billion and some FF 3 billion will be saved to offset a FF 24. l bil-
lion shortfall in tax revenues. The rest of the shortfall will be covered by 
a FF 2.1 billion reduction in European Union payments. The mini-
budget also includes FF 16.2 billion in new spending which is covered 
by cancelling other credit lines. 
16.11 The National Assembly adopts the 1996 budget bill, which cuts 
the central budget deficit from FF 32 l.6 billion (4.15% of GDP) in 1995 
to FF 287.4 billion (3.55% of GDP) in 1996. The government has agreed 
to revise its original text, following a request from Parliament for spend-
ing cuts of FF 2 billion . 
16. I 1 The Bank of France cuts its intervention rate, which sets the floor 
for money market rates, from 5.00% to 4.80%. It also reduces its five-
to-ten day lending rate, which sets the money market ceiling, from 
6.35% to 6.10%. 
29.11 The government approves a bill allowing it to take measures by 
decree during a four-month period in order to reform the welfare sys-
tem. Five major reforms will be introduced by this procedure: 
- the creation of a fund to cushion the social security debt (caisse d'a-
mortissement de la dette sociale) and of a 0.5% tax on most incomes: 
- immediate measures to bring the social security accounts back to fi-
nancial balance over the next two years; 
- reform of the management of the social security organizations 
("caisses") 
- hospital reform; 




23.11 The Senate approves the 1996 draft budget, which has now to be 




17.11 Parliament met in extraordinary session to pass some urgent laws, 
including a law adapting Austrian vehicle road tax to the EU level, a law 
to fix subsidies for agriculture and laws concerning transfers for hospi-
tals and support for private housing. 
Netherlands (NL) 
16.11 The central bank reduces its rate for special advances from 3.70% 




1.11 The Bank of Finland cuts its tender rate from 5.5% to 5.0%. 
Sweden (S) 
6.11 In its first review of the convergence programme, the Swedish gov-
ernment concludes that economic developments have been more fa-
vourable than the programme had forecast. It is now estimated that the 
public sector deficit will be 2.5% of GDP in 1997 and that the debt ratio 
will stabilize this year. 
6. I 1 The government presents a bill on work, welfare and growth. out-
lining the government's agenda for the next three years. 
United Kingdom (UK) 
28.11 Taxes are cut by UKL 3V4 billion in 1996/97 in the budget pres-
ented to parliament by the Chancellor of the Exchequer. The main 
measures are: the basic rate of income tax is cut from 25%, to 24%; the 
basic personal allowance (the first part of income on which no tax is 
paid) is increased by UKL 240; the threshold for the lower rate income 
tax band (20%) is raised by UKL 700; on investment income the basic 
rate of tax is reduced from 25% to 20%; the threshold for higher-rate 
income tax (40%) is raised by UKL 1 200; spirits duty is reduced by 4%, 
cutting the price of a bottle of whisky by UKL 0.27; the price of ciga-
rettes is increased by UKL 0.15 for a packet of 20; the tax cuts are exact-
ly matched by public expenditure cuts of UKL 3V4 billion, achieved 
largely by a cut in the contingency reserve from UKL 6 billion to UKL 3 
billion; elsewhere, expenditure cuts in roads, defence and housing are 
matched by increases of UKL l.3 billion on health, UKL 0.9 billion on 
education and UKL 0.1 billion on the police; the government forecasts 
that the general government deficit will fall to 4Y4% of GDP in 1995/96, 
3V,% in 1996/97 and 2% in 1997/98. 
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